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PUBLIC INVESTMENT AND CONSUMPTION: THE OUT-
LOOK IN STATES AND LOCALITIES

BY SELMA J. MUSKIKIN, assisted by GABRIELLE C. Lupo and
DAVID D. FRIEDMAN

Repeatedly the question is raised, "Can the States and localities
afford to expand their public services? Do they have the fiscal capacity
to do so? What is the outlook?"

These straightforward questions cannot be answered simply. What
a State or community can afford to finance by way of public services
depends upon a number of factors, including the following:

(1) The income in the community or State that is available
for both public and private purposes.

(2) The share of that income that the citizen-consumer is will-
ing to devote to public purposes, and his preference for publicly
produced goods versus his preference for privately produced
goods.

(3) The tax instruments available to the governments through
which that share of income may be channeled into public use,
having regard for comparative taxloads and burdens imposed by
neighboring governments.

(4) The lon-run growth and income that results from private
uses versus public ones.

Fiscal capacity or, in other words, the amount of resources that cal
be devoted to public services, is not an absolute amount that can be
quantified. The totality of needs for State and local expenditures is
also not absolute. We may say that the capacity of one community
exceeds that of another, or that the capacity of one State is larger
than that of another. We can quantify reZative measures, using one
of several definitions of capacity. That is, we can say that the income
available for t ax payments is greater or lesser, or that the yield of
some standard tax system would be greater in one State than in
another. These measures of capacity change over time as the economy
g-rows, as family income levels increase, as taxable wealth is en-
larged by new investments in housing, industrial plants, and
machinery.

Elsewhere in this volume the earlier studies and their findings on
relative fiscal capacity of the States are presented. In the present chap-
ter eve are concerned wvith the outlook ahead. But even this brief
statement of the factors to be considered may serve to put the pro!)-
lem of describing the outlook in perspective.

TIiE OUTILOOi FOR INCOME FLOWS

Growth has become the accepted characteristic of our economic sys-
tem. The Nation's capacity to produce and to expand that productive
capacity even further are accepted as ordinary routine. We expect ad-
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REVENUE SHARING AND ITS ALTERNATIVES

vances in technology and acceleration of medical-scientific progress,
and increasing volume and numbers of consumer goods.

As the economv grows the output is enlarged, more income is gen-
erated, demand is expanded, and provides the market for the goods
and services produced. The gross national product is today almost
seven times as large as it was prior to World War II; it is almost twice
the peak reached 15 years ago. In the last 5 years it has grown $320
billion. We look forward to gross product of well over $1 trillion by
19T75, with annual additions to the Nation's output each year of value
equal to, or even in excess of, the total that was devoted to State and
local expenditures in 1965.

State and local purchases of goods and services grew at an average
annual rate of 15.2 percent between 1946 and 1952. This growth oc-
curred as States and localities turned from the restraints on spending
imposed by World War II requirements to the postwar problems of
the backlog of accumulated neglect of construction and salary adjust-
ments. They faced at the same time new problems of accommodating
public services to population growth and migration. State and local
expenditures have continued to rise at an annual rate of 8 percent or
more per year, a rate substantially in excess of the annual rate of
growth of the economy as a whole.

We project State and local purchases of goods and services at a $918
billion gross national product level to reach $103 billion by 1970, an
amount that is almost 50 percent above the 1965 level of $69 billion
and 26 percent above the annual rate reached in the first quarter of
1967 ($82 billion). Stated differently, State and local purchases of
goods and services have been increasing some $5 to 6 billion per year
in recent periods. This amount has been enlarged to $8 billion in the
first quarter of 1967.

STATE AND LOCAL SHARE OF GROSS PRODUCT

The growth in State and local expenditures at a rate in excess of the
growth in the Nation's output has enlarged the share of the gross
national product represented by State and local purchases, and a
further enlargement is in the offing. Even if the share of the gross
national product devoted to State and local purchases of goods and
services were to remain constant, the total amount of such purchases
would reach $120 billion by 1975.

Demographic changes and higher standards of living have combined
to increase the share of the Nation's output devoted to State and local
activities. Goods and services that in a rural environment are pur-
chased privately, in an urban environment are obtained through Gov-
ernment. Sewerage systems take the place of private septic tanks.
Public refuse collection takes the place of privately burying the trash.
Congestion produces its own public service requirements that have
no rural counterpart. Sidewalks, street lighting, and traffic control
become necessary. Dangers to health-infection and contagion-are
created, requiring more emphasis on widespread use of known medical
immunization procedures and health inspections of eating places and
housing. Moreover, individuals who function fairly well within the
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1231REVENUE SHARING AND ITS ALTERNATIVES

farm family require public support in the environment of the city, for

example, the emotionally disturbed, the mentally retarded, the old,

and the disabled. Public action is taken to provide public substitutes
for the family; that is, to care for the sick and infirm and to watch
over the children whose parents' work takes them away from home.

Prior to World War II there were about 6 million farms in the

United States. Today the number of farms has been reduced by almost

half. Concentration of population in urban centers is expected to Con-

tinue, along with the commercialization of agriculture. This urbaniza-
tion, and the technological advances %which" are partly responsible for

it, make for changes in occupational patterns, raise the level of edu-

cational preparations for employment, and cause a high rate of edu-

cational obsolescence, creating new educational demands.
New public services are developed in response to demographic

change, and some private services, as a consequence of urban living,

have to be replaced by public expenditures. These changes enlarge

State and local spending. The higher family income resulting from

economic growth broadens the aspirations of people. AMore individuals
grow concerned about whether most (or even all) can get what they

need. Contrasts are sharpened between private frills among the

absolute number of goods on the market that people may buy and the
public problems that are neglected.

State and local purchases of goods and services as a percent of gross
national product are set forth in summary form below for selected

years.
Patrcenit Percent

GNP GNP

1970 -------------------------- 11.3 1962 -------------------------- 9.6

1967 -_____________ 7_____-- 10. 9 1961 -------------------------- 0. 6
1966- -_____________ 10.4 1;960 -------------------------- 9.1
1965… _--___________--_________-10.2 I95-… _______________ 7 5

1964 --------------------------…10. 0 19)50 ---------- - _- -------- 6. 8

1963 -------------------------- 9.9

The growing share of the Nation's output represented by State and

local governmental purchases of goods and services does not reflect in

a precise way the scope of activity undertaken through collective

action. In the complex of city living, public necessities are often pro-

vided through a mix of governmental and private activity in which

what is public and what private is blurred. Adequate housing for low-

income groups may be approached through "public" housing, or

through rent subsidies to private owners. The renewal of our cities

often takes the form of site clearance by the government and building
by private contractors. Under the impact of "third party payments"
both volunta'y and public, hospitals earlier providing care for indi-

gent patients open their doors on a "test of payability" to the com-

mlunity at large while private hospitals take on a larger share of

responsibility for care to the needy. Voluntary agencies and public

health departments cooperate in carrying out disease control and

health education programs with complex flows of funds among these

public and private agencies. Higher education for many years has

been characterized by a mix of public and private institutions but

increasingly public funds are going to finance construction, scholar-

ships, and research in private colleges and universities. Mfass trans-

portationl facilities may be provided publicly or through public fran-
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chises by private companies. And important; community action for
the attack against poverty calls for coordinated or joint action by
public and private agencies. Some uncertainty in statistical informa-
tion about State and local expenditures is created by this mix of public
and private. Small changes in definition rather than in activity may
lead to differences in classification between public and private particu-
larly in higher education and health and hospital outlays.

STATE AND LOCAL TAx INSTRUM3ENTS AND LOADS

States and communities in their tax policies operate against two
groups of restraints: (a) Those imposed by prevailing concepts of
what is reasonable in terms of tax rates and combinations of taxes
and (b) the magnitude of income flows out of which taxes are paid.
While taxes are generally paid out of the income stream at some point,
individual income is by no means the principal basis on which State
and local taxes are assessed. Property taxes in the aggregate yield the
largest amount of revenue to State and local governments, and these
taxes are based on certain forms of wealth rather than income. Prop-
erty, income, business transactions, consumption of a wide variety of
products or of special commodities such as tobacco and gasoline are
some of the major bases taxed under State and local tax laws.

While the 50 States generally use many of the same kinds of taxes,
the same types of bases are not uniformly available to all the States.
Kentucky, as the center of whisky production, derives considerable
revenue from the taxation of liquor products. Delaware, which has for
a long period been the center of industrial incorporation, derives a
large amount of revenue from corporation franchise taxes. Texas and
Oklahoman tax their petroleum and natural gas output.

Moreover, even when the same tax bases are available the States use
them in different combinations. One-fifth of the States do not impose
a general sales tax; one-third do not tax personal income. Some tax
both sales and income, and one taxes neither. By and large, these varia-
tions in tax structure are the result of each State's accommodation to
its own combination of economic, political, and social forces.

States are bound, not by Federal law but by tradition and circum-
stances, to heavy reliance on consumption taxation. Localities, how-
ever, are frequently limited by law in their tax bases to taxation of
property values in support of public programs. Economic competition
in a mobile free market limits the effective rates of State and local
taxation.

LONG RUN GpowTTH: HUMAN INvESTMENT

In considering how much States and localities should and can spend,
and how much they will be able to spend in the future, it is necessary to
consider the effect of present spending on future resources and needs.
While some kinds of spending by local governments are properly clas-
sified as consumption, other expenditures are really investment. This is
widely recognized with regard to such physical investments as school
buildings or sewerage plants. It should also be realized that expendi-
tures on human beings, especially medical and educational expendi-
tures, are to some degree investments, both for the governments and for
the society as a whole. An obvious example is a retaining program,
which, if successful, would enhance the trainees' earning ability. Other
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forms of human investment may cause longrun benefits to the com-
munity as a whole, and benefit the local government itself indirectly,
by increasing economic growth and thus future revenues.

Between 1929 and 1957 when the real national income or product
increased at an average annual rate of 2.93 percent, increases in the
quality of the work force due to education are estimated to have been
responsible for over a fifth of the growth.1 The contribution of edu-
cation to growth is estimated to be more than four times that of physi-
cal capital investment. Thus States and localities over the decades
have made large investments in education that enhanced the produc-
tivity of the work force and the Nation's output; they did this in a
sense by enlarging the rate of saving through diverting current tax
funds into investment. Accounting practices in the past have obscured
the important role of governments in human investment activity.
Funds devoted to education, health, human restoration, and rehabilita-
tion have been labeled "spending"; private outlays for building and
equipment, even for frills such as pool halls, have been labeled "in-
vestment."

Expenditures on schooling, health, halfway houses, may pay the
locality back in higher economic activity, and future revenues. Of
course, in making such calculations, one must also allow for the impact
on tax rates and revenues of mobile taxpayers and businesses.

STATE-LOCAL FISCAL GAPS

We have reviewed quickly the basic factors affecting the answer to
the question as to whether the States and localities can afford to ex-
pand their public services: the health of the economy, the vigor with
which it is growving, the mechanisms through which resources are
diverted to public use, and the preferences of the citizen-consumer.
We turn to assess the problem of fiscal outlook.

Economists have constructed useful schematic presentations of com-
plex fiscal phenomena to illustrate major problems. Thus they have
highlighted the problem of the inflationary gap when wartime mili-
tary demands greatly enlarged the share of the gross national product
required for wartime operations. The gap between potential and actual
gross national product has been set forth to show the difference be-
tween what actually is occurring in the economy and the volume of
goods and services that would be produced if unemployment were held
down to 4 percent. The disparity or gap between potential and actual
output represents the goods and services that are forgone because
of the underutilization of economic resources. Such schematic presenta-
tions, although clearly simplifications, serve as important tools in
policy formulation and in measuring progress toward the solution of
economic problems.

A similiar gap analysis was developed for State-local financial prob-
lems. This gap analysis starts with empirical studies of economic
responsiveness of State and local tax revenues to economic growth, as-
sunning no change in tax rates or structure. In general terms (with
some variations) the gross national product responsiveness to State
and local taxes has been calculated to have an elasticity of unity.
Stated differently, for every 1-percent growth in the Nation's output,

I Edward Denison, In Re8idual Factor and Economic Growth, OECD.
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State and local tax revenues would grow by 1 percent. Thus with a
31/2- or 4-percent growth in national product, at the same base or price
level (constant or unchanging prices), State and local tax revenues
would be expected to grow by 31/2 or 4 percent without increased tax
rates or the introduction of new taxes. When price increases are in-
cluded along with the growth in real output, the average increase per
year in the gross national product has been about 5 to 5.5 percent. Tax
revenues have responded to the higher price levels resulting in a
growth in taxes, apart from tax rate increases and new taxes, of 5 to
5.5 percent per year. While taxes have been increasing at this rate ex-
cept for the new taxes imposed, expenditures of the States and locali-
ties have been growing, as indicated earlier, at about 8 or 8.5 percent
per year or even more. The difference in the rates of growth between
tax revenues and expenditures represents the gap, or disparity, in
State and local finances. An example of this type of gap analysis is
contained in the Advisory Commission on Governmental Relations
report:

We have determined that the GNP elasticity of State general revenues
today is approximately 0.9 or, alternatively, that it lies somewhere in the
range of 0.82 to 1.01. We have also seen that the elasticity figure has in-
creased slightly since the end of World War II, when it was around 0.8,
and that the gradual process of elasticity increase can be counted upon, in
the absence of offsetting structural changes, to carry the figure to approxi-
miately 1.0 by 1970.

The rate of growth of State general expenditures, on the other hand, has
been nearly twice the rate of GNP rise during the postwar period. During
the past decade the rates were, respectively, 9.2 and 5.5 percent. Strictly
speaking the concept of GNP elasticity in its rigorous, scientific sense should
not be applied to the expenditure side of the budget, but we do no great
violence to the concept by employing the terminology to simplify this dis-
cussion. For the period since 1954, therefore, we may say that the GNP
elasticity of State general expenditures has averaged approximately 1.7, and
we have argued that there are no persuasive reasons why we should not
anticipate an "elasticity" this large in the near future.

An expenditure elasticity of 1.7 and a revenue elasticity of 0.9 or 1.0 leave
a financing gap that is the perennial fiscal problem of the States.2

The gross national product elasticity of expenditures may be deter-
mined somewhat more rigorously than suggested by the Advisory
Commission statement. We might ascertain the rate of increase in ex-
penditures required just to hold the quantity of public services un-
changed per person in the population at constant quality levels. Dur-
ing the decade 1954-64 the population that makes up the workload of
the States and localities, as measured rather crudely, rose 2.4 percent
per year. Salaries and other price increases required to maintain a
constant quality rose 3.2 percent, indicating a total rise in public ex-
penditures over this period of 5.7 percent per year without enlarge-
ment of the scope of public services or improvement of their quality.
This growth in State and local spending was only slightly higher than
the average increase in national output, suggesting a gross product
elasticity of 1.0. Actual State and local spending, with increases in
quality and scope of services, grew faster than 5.7 percent, or about
2.5 percent per year more than required to maintain a constant quality
of public services for the larger numbers in the population.

The gap analysis that has received most attention was that developed
for the task force on Federal revenue sharing. Joseph Pechman, chair-

2Federal-State Coordination of Personal Income Taxes, Advisory Cormmission on Inter-
governnmental Relations, October 1965. Pp. 45-46.
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man of the task force, in a paper presented before the American Bank-
ers Association's symposium on Federal taxation March 26, 1965, re-
stated the gap findings of his task force report. Wie illustrated the dis-
crepancy between growth in needed State and local expenditures and
the growth in gross national product and in State and local taxes:
"Suppose gross national product grows at 5 percent per annum, and
State and local receipts (including Federal grants) keeps pace with
this growth. On these assumptions, State-local receipts would reach
about $88 billion by 1970. But if needed State-local expenditures grow
at 7 percent per annum-which seems conservative in the light of past
experience-they would reach $103 billion by 1970, leaving a gap of
$15 billion."

The gap analysis, while providing a useful tool for illustrating the
problems of State-local finance, came into use during a period of rapid
transition in both governmental and population patterns. The gap an-
alysis essentially assumes for simplicity of presentation unchanging
patterns of financing of State and local public services. It assumes an
unchanged share of Federal, State, and local funds and a more or less
unchanged distribution of expenditures functions. Application of the
analysis to the fiscal situation in the States and localities in the mid-
sixties failed to take account of the growth in Federal aids and to re-
flect the realinements of expenditures. Realinements were occurring
both among governments-Federal, State, and local, but also among
functions. Some of them are financed in part through public charges
and fees, and others exclusively out of taxes. The projected gap, how-
ever, would be the same in this simplified analysis whether all the addi-
tions and expenditures of the States and localities were financed by
Federal grants or none of these additions were so financed. The gap
would not be altered if all the additions were in services financed
through consumer charges or in the types of services that are exclu-
sively financed by taxation.

During this transition a number of changes have taken place. New
Federal grants-in-aid were enacted, many in number and substantial
in amount. In 1964, for example, Federal payments to States and lo-
calities amounted to $10 billion. A careful assessment of legislative
proposals that year suggested that this amount might reach $20 bil-
lion by 1970. Actual enactment of grant authority in the months fol-
lowing moved the Federal payments to State and local governments
upward so that the potential 1970 figure became $22 billion or even
higher.

Extensions were made in the social insurance system to include
medicare, with its hospital benefits to those 65 years of age or over.
Through this program State and local hospitals were relieved of
"free" care of the indigent aged. Moreover, eligibility for old-age,
survivors, and disability insurance benefits was relaxed, and a mini-
mum payment was authorized for all aged 72 years or older, and dis-
ability was redefined to remove some of the restrictions that had
existed. These additional changes in the national social insurance pro-
gram could be expected to lower the number of indigent aged on the
State and local welfare rolls.

New programs for the mentally ill shifted the emphasis away from
long-term institutional care, financed primarily out of State funds, to
community mental health centers. As a consequence, a larger part of

80-491-67-vol. III-2
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care of mental illness may be expected to be financed out of private
patient fees, local tax funds, and Federal grants. Voluntary health
insurance coverage of the risk of mental illness is increasingly helping
to support patient charges, and the Medicare Program facilities the
care of aged persons with mental illnesses in general hospitals.

The interstate highway program that had, since its enactment in
1956, accelerated highway construction in the States and localities,
comes closer to the target date of completion with some drop off in
the rate of highway expenditure growth in the interim years.

Shifts in governmental responsibility for some public services and
the enlarged support by the Federal Government of others alters the
fiscal outlook of the States and localities, reinforcing changes that are
occurring as a consequence of population trends. The impact of the
baby boom of post-World War II, that had enlarged school expendi-
tures first at the elementary grades, then in the high schools, and more
recently in the public colleges and universities, has abated. Realine-
ments in expenditures expand the types of outlays for which govern-
ments impose charges; for example, higher education with its tuition
and fees, mass transit with its fares, water and sewerage with their
charges.

CHARTING THE FISCAL DEVELOPMENTS IN STATES AND LOCALITIEs

During this period of fiscal transition, a more detailed approach to
fiscal projection appears necessary than that provided by the gap
analysis. Four recent studies of the fiscal situation of the States and
localities in the period ahead have been made that seek to chart the
changes in population composition and in program developments.
These studies include the report by Dick Netzer undertaken for the
Commiittee on Economic Development,3 the staff study made for that
Committee,4 the work of the State-Local Finances Project of the
George Washington University,5 and the study by the National Tax
Foundation.e (See table I.)

While each of these studies starts with somewhat different economic
assumptions, the "gap" findings for 1970 are similar. They all suggest
that for 1970, with Federal aids in the neighborhood of $20 billion,
the "likely" State and local expenditures can be met over the Nation as
a whole witlhout appreciable changes in tax rates or introduction of
new taxes. The Netzer study projects a gap of $4 billion between
revenue needs and revenues available, including new long-term debt
issues. But this figure is arrived at by assuming a grant amount of
$16.5 billion for 1970, a figure that has been made obsolete by the Presi-
dent's budget request for grant funds for the current year.

For the year 1975, at least, the several projection studies are some-
what more divergent. The Committee for Economic Development finds
that "the existing financial system will permit an increase, between
1965 and 1975, of 21 percent in the real per capita services provided by
State and local governments." The Netzer study shows a deficit of $11
billion for 1975 assuming grants-in-aid just below $20 billion for that

aDick Netzer, State-Local Finance in the Next Decade, a paper prepared, for the Sub-committee on Federal-State-Local Fiscal Relations, Committee for Economic Development.
4 A Fiscal Program for a Balanced Federation, Committee for Economic Development.
5 See footnote 8, following.
OFiscal Outlook for State and Local Government to 1975, Tax Foundation, Inc.
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year, whereas the National Tax Foundation, with its projection of
Federal payments to States and localities of $30 billion, assumes away
Netzer's deficit.

PROJECT '70

Project '70, a Ford Foundation-financed study at the George Wash-
ington University, separately evaluated for the year 1970 approxi-
mately 100 expenditure components for each of the 50 States and the
District of Columbia and approximately half as many revenue items,
within a consistent set of economic and demographic assumptions.

The projections were made prior to the heating up of the Vietnam
conflict within a set of economic and demographic assumptions gen-
erated by a macroeconomic growth model, chosen from among several
preliminary models of the national economy developed for the Federal
Inter-Agency Study of Economic Growth and Employment Oppor-
tunities. These structuring assumptions concern national economic and
demographic developments, price movements, and productivity gains,
and of course the general climate of the international scene. Some of
the major components of the growth framework are-

1. A maximum rate of 4 percent unemployment throughout the
period;

2. An average annual growth rate of GNP in constant prices
of 4.1 percent;

3. A general price rise limited to 1.5 percent per year to derive
estimates in 1970 current dollars with the growth in GNP at cur-
rent prices of 5.7 percent per year; and

4. Labor force increases at an annual rate of 1.6 percent due to
population rise and output per worker increases of 2 percent per
year.

This combination of assumptions vields a GNP of $864 billion for
1970 and personal income of the residents of the States of $668 billion.
The base year of the study was 1962.

Additional assumptions were made about the progress in each of the
States in response to national economic growth patterns and to demno-
graphic changes. Federal aids and consumer-voter pressures were as-
sumed to succeed in stimulating higher levels of State and local serv-
ices, and judgments were made about the probable speed of program
developments. The expenditures to provide additional or improved
services in line with (assumed) national policy directions were then
projected for the period.7

Within this growth framework, components of expenditures in cur-
rent dollars in a variety of functional areas were projected from fiscal
1962 to calendar 1970 for the 51 jurisdictions. The detail projections

7 The following assumptions were made about Federal grants-in-aid In 1970, In measur-
Ing their effects oil expenditures In each program in each State: (1) Existing grants will
continue through 1970, including grants made under authorizations expiring before 1970.
(2) New legislation enacted by the 89th Cong., rst sess. will receive appropriations
equal to authorizations, through 1970 (except vocational rehabilitation, whose offerings
to States traditionally have much exceeded their "takings"). (3) Revision upward of
grants authorized under the Elementary and Secondary School Act of 1965, and the
National Defense Education Act. (4) Expansion of operations and appropriations under
the Economic Opportunity Act of 1964. (5) Continued growth of Federal share of public
assistance payments. (6) Increase in authorizations for grants for mass transportation
facilities and for school health (an assumption made as a concomitant of the nssuimp-
tions with respect to operation of the proposed medical assistance program). (7) No addi-
tional direct nationally administered programs that would either enlarge or reduce
expenditure requirements In the States and localities.
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were summed to derive an aggregate. As work progressed on compo-
nents the aggregates were revised. Following is a summary description
of the projections to 1970 of expenditures by functional area by State,
and capital outlays by function bv State. The details of the study find-
ings and methods are available in separate manuscripts.3

G~eneral Ecependituzres.-General expenditures of States and local-
ities are projected to grow at 7.1 percent per year, and within the as-
sumptions of the macroeconomic framework to reach $108 to $109 bil-
lion in calendar year 1970 (in 1970 dollars).

The functional area projected to show the largest rate of increase
in expenditures for the Nation as a whole is education. Projected to in-
crease less rapidly than total general expenditures for the Nation are
public welfare and expenditures on highways.

In table 2 the projected 1970 general expenditures, and expenditures
for selected functional areas, are shown for each State.

Capital Outlays.-State and local capital outlays are projected at
$30 billion for calendar 1970. This is over $9 billion more than actual
State and local capital outlay expenditures in fiscal 1965; higher
education capital outlays are projected for 1970 at $2 billion above
the fiscal 1965 level; highway capital outlays at $2 billion more,
sewerage at $11/4 billion more, and mass transit at $1 billion more
in 1970 than in fiscal 1965.

For the Nation, capital outlay expenditures of State and local gov-
ernments were projected to grow at an average annual rate of 7.1
percent per year from fiscal 1962 to calendar 1970. The average an-
nual rate of growth of capital outlays from fiscal 1962 to fiscal 1965
has been 7.4 percent per year.

Analysis of historical data on capital expenditures indicates (1) a
high degree of variability in expenditures among States for any given
year and (2) a high degree of variability from year to year for each
State. Construction programs are necessarily very lumpy; for any
one year the level of capital outlay expenditures depends on the timing
of individual major projects. Thus valid estimates for a given year
in the future are not possible. The State-by-State estimates must be
interpreted as a projected annual average for the period around 1970.

In table 3 the projected 1970 capital outlays for general govern-
ment utilities, and for selected functional areas are shown for each
State. Table 4 shows these capital outlays as a percentage of the com-
bined total of general expenditures of States and localities and of
utility expenditures.

The higher price increases experienced as a consequence of the Viet-
nam war and the achievement of an unemployment rate below 4 per-
cent suggested a revision of assumptions and at least, on a summary
national basis, a new set of projections related to the altered assump-
tions.

I S Mushkin and E. McLoone. Public Spending for Higher Education in 1970, The
Counell of State Governmentq, Research Memorandum 374: S. Mushkin and R. Harris,
Transportation Outlays of States and Cities: 1970 Projections,. RM 375, S. Muslikin,
State Programming and Economic Development, RA 379; S. Mushkin and R. Harris.
Fifoncino Pablir Welfare: 1970 Projections, RM 380: S. Miishkin. Property Taxcs: TP7e
1970 Outlook. RI 381: S. Mushkin and E. McLoone, Local School Expenditures: 1970 Pro-
jection.7 RH .82; R. Unrris, Income and Sales Taxes: The 1970 Outlook for States and
Localities. RH 384; R. Rafuse, Jr., Water-SupplyJ and Sanitation Expenditores of State
and Local IGovernments: Projections to 1970, RM 389; S. Mushkin, Health and Hospital
Erpcnditnres in State and Local Governments: 1970 Projections, RA 390; S. Mushkin
On, G. Luno, "Proiect '70: Projecting the Statc-Local sector," Reviase of Economics and
Statistics, May 1967.
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On the basis of a gross national product for 1970 of $918 billion,
assuming a 2-percent rise in prices, and unemployment reduced to 3
percent from the earlier first-stage target of 4 percent, general ex-
penditures of States and localities were projected at $115 billion or
$6 to $7 billion above the earlier estimates.9

CHARTING THE STATE-LOCAL FIscs IN THE ECONOmY'S CouRsE

Project '70 was undertaken in part for the purpose of evaluating
the effect of long-range State and local programs on the national
economy. Other studies of the economy's course, principally those of
the National Planningr Association and the JointEconomic Commit-
tee, include State andlocal purchases of goods and services as a sector
of national economic activity. Both of these studies are addressed to
the challenge of the vast growth potential of the Nation, and the
demand necessary to sustain the economy at these potential output
levels without inflationary strain on the one hand or unemployment
on the other. The study for the Joint Economic Committee states the
problem in its preamble as follows:

The U.S. economy has a potential for a rate of economic growth
of between 4 and 41/2 percent per year between 1965 and 1975.
This is between one-third and one-half above the rate prevailing
in the first two-thirds of this century, and is substantially above
the 3.5 percent prevailing over the 17 years from 1948 to 1965.
This higher rate of growth will not be achieved automatically,
but will require improvements and adjustments in economic poli-
cies, both public and private, if it is to be achieved in a manner
that does not generate undesirable inflationary byproducts.10

Both the National Planning Association's and the Joint Economic
Committee's projections illustrate, among other components of eco-
nomic activity, the revenues and expenditures of the States as they
change in response to economic circumstances. Several projections are
included in each of the reports. We have selected two of the several
projections in the summary table presented below. The National Plan-
ning projection shown is the "judgment" projection, that which is
viewed as "the most probable." It is defined as the projection that
"exhausts neither the desirable ends nor the feasible means in the
pursuit of economic growth; rather, it allows for slippage in the
pursuit of ends and the use of means by policymakers, and allows
for the response of consumers and producers to such slippage."

The Joint Economic Committee's projection selected illustrates the
State and local sector at a gross national product level that comes
closest to that used in the revised estimates made by the State-Local
Finances Project of the George Washington University-namely, a
gross national product level for 1970 of $920 billion compared to $918
billion as indicated in table 5.

On a gross national economic account basis the (several) projec-
tions show either a small surplus or a small deficit between State-
local revenues and expenditures. Surpluses, where shown, are pri-

D Selma .J. Muehkin and Gabrielle C. Lupo, "State and Local Finances Projections:
Another Dimension?" from The Southern Economic Journal, vol. XXXIII No. 3,
JAnuary 1967.

in.Joint Economic Committee, U.S. Economic Growth to 1975: Potentials and Problems,
1)66.
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marily attributable for the period ahead, as they have been in the
past, to reserve accumulations in State-local retirement funds.

It hardly needs to be emphasized that the projections are not in-
tended as predictions or forecasts. All of the figures shown are pro-
jected on the basis of sets of assumptions internally consistent and
intended to illuminate emerging problems that would result from
continuation of past relationships and trends. In juxtaposition, the
several projections highlight the impact on State-local financing of
(a) the cooling off of the fiscal heat generated by the rapid growth
in school and college enrollments in the years past; (b) the changing
composition of State and local expenditures and activities that results
from urbanization and intensified concern with city blight; (c) the
Federal grant-in-aid enlargement that is a concomitant of public
action to meet city demands; and (d) the vast enlargement in total
demand, private or public, that is required in the years ahead to achieve
a balanced economic growth at a rate substantially above that which
prevailed earlier-a rate which is essential if unemployment is not
to reach large proportions due to the rapid growth of the population
in the working-age group.

A review of the projection clearly points to the fact that workloads
of State and local governments in the years ahead are not expected to
grow at the same rate as they did earlier. During the 1950's State and
local governments accommodated public services to the mounting child
population, even though the numbers contributing to production of
the income flow out of which taxes were paid was growing at a slower
rate. An inverted pattern characterizes the period ahead, with the
work force at full employment expected to grow more rapidly than the
number of those in the dependent age groups.

In the decade past, despite the fiscal urgency of accommodation to
mounting numbers, quality and scope of public services were enlarged.
Each of the projections, in a somewhat different way, looks forward
toward a further increase in the quality and scope of public services.
Increases in line with past trends are projected in the National Tax
Foundation, the Netzer, the Committee for Economic Development,
and the George Washington University State-Local Finances Project
studies. For the period ahead, however, the increased funds required to
finance these gains in public services are matched by the expected
enlargement in Federal aids. Such enlargement realistically quantifies
the direction of Federal policy on the one hand, and the restraints on
budget decisions in localities where the urgency for upgrading is most
marked. A shortfall in Federal support might well result in expendi-
tures below the levels projected. To illustrate, in the State-Local
Finances Project estimates, extensions in quality and scope were as-
sumed principally as a response to national policy directions-to the
J-eadstart program, the Community Action program, the new medical
assistance program, and the Appalachian program. These develop-
ments have their counterpart in new Federal categorical aids-aids
that depart markedly from the historic dollar-for-dollar matching.
Thus the growth points in State-local activities were essentially as-
sumed in response to new Federal grant offerings. (In a reassessment
of the highly disaggregated projection methods, it became clear that
the assumptions of State and local responses to Federal grants were
indeed reflected in the overall findings. ) 1

t1 Selma J. Mushkin and Gabrielle C. Lupo, MJcauring Capacity-Use RequiroencntR of
States and Localities.
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While the path was cleared by the 89th Congress for a substantial
increase in Federal aids to State and local governments, appropria-
tions for these grants do not come automatically; they wait upon an
appropriation process. The budget submitted for fiscal year 1967-68
reflected some downward pressure as a consequence of inflationary
forces in the economy. Reductions from what these aids would have
been in the absence of limitations imposed by national economic
policies are conjectural, but clearly the highway grants and regional
economic development capital outlay programs were subjected to some
curtailment, and some would assume that the funds made available
to the Office of Economic Opportunity were less than they otherwise
would have been.

More significantly, the juxtaposition of issues illuminated by the pro-
jections points to a defining of "standards" for public services and
facilities in the period ahead. Economic growth potential is large. The
Joint Economic Committee in its study of economic growth to 1975
suggests we can reach a gross national product of $1.2 or $1.3 trillion
by 1975. The choice of levels rests with the policymakers. We can fall
below these levels if a better equilibrium is not achieved than would
occur by merely letting the economy continue into the future as it
has in the past. A wide variety of choices are available in making the
adjustments required to shift policy directions. To illustrate the com-
plexities involved, and to show how maximum employment, rapid
growth, and stable prices could be achieved, various models are set
forth in the Joint Economic Committee study.'2 As an illustration,
the committee report shows the consequences of tax reduction in the
personal taxes and increases in Federal expenditures, mostly in the
form of transfers and grants-in-aid to State and local governments.
Both the reduction in taxes and increases in Federal aids to States and
localities are assumed to achieve that increase in demand necessary to
produce an equilibrium full employment position. In one such illustra-
tion, Federal grants-in-aid are projected at $37.7 billion by 1970, and
in another at $51.4 billion.

The choice among alternative policy directions necessitates a docu-
mentation and quantification of demands for public services not re-
flected in the projections of "likely" State and local expenditures. A
new scale of operations in State and local governments would be neces-
sary in order to provide that range of governmental services which
many think vital and that quality of services which may be desirable
to give full support to private economic activity. Lack of provision
for sufficient public services has its feedback on the private economy;
it impairs private performance. For example, while technology per-
mits a reduction in the workweek, inadequacies of transportation f a-
cilities for commuting to and from work lengthens effective work
time on a portal-to-portal basis. Some of these actions are illustrated
on the table below.

2 Joint Economic Committee, U.S. Econonmic Growth to 1975: Potentials and Problem8s,
1966.
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Development in the Complementary Activity in
Private Sector Public Sector

1. Increased automation. 1. Increased demands for a skilled la-
bor force requiring more education.

2. Increased industrial use of water. 2. Increased conservation of water re-
sources through watershed devel-
opment and antipollution pro-
grams.

3. Increased supply and use of auto- 3. More streets and highways, traffic
mobiles. control, parking spaces.

4. Increased volume of poisonous indus- 4. More waste treatment works.
trial byproducts.

t. Increased concentration of populace 5. More mass transportation facilities,
in urban areas. more protective police and health

services.
6. Increased technological research and 6. More scientists and engineers trained

development. by higher educational institutions.
7. Increased effectiveness of medicine, 7. More health manpower trained and

and enlarged demand for medical made available and more health
services. facilities.

S. Increased leisure. 8. More recreational opportunities,
more parks and playgrounds.

It becomes increasingly evident that small changes in educational
outlays will not overcome the cultural deficiencies of the poor home in
the poor neighborhood. Technological change, as noted earlier, points
to a massive program of worker reeducation to prevent educational
obsolescence from creating unemployment and reducing productivity
(below levels that could otherwise be achieved). As illustrative of
some choices in expanding educational services, two sets of materials
are given. The first is the tabulation of methods of encouraging addi-
tional manpower training that was set forth in the Joint Economic
Committee study on U.S. Economic Growth to 1975: 13

Governmental operation of training facilities:
1. Direct Federal operation of training facilities, including

military training facilities.
2. Grants to States and local govermnents for their training

programs.
Incentives to the private sector:

3. Expenditure subsidies for private industry training pro-
grams.

4. Tax incentives for private industry training programs.
5. Federal assistance to schools and other nonprofit institutions

for specialized training.
6. Changes in regulatory programs (e.g., minimum wage legis-

lation) to encourage on-the-job training.
The second, presented as part of a Planning Chart Book on Educa-

tion in the United States by the National Committee for Support of
the Public Schools, sets forth some options and national costs in
improving educational programs. Building on the projected public
education expenditures of the State-Local Finances Project for 1970,
the National Committee for Support of the Public Schools illustrates
the approximate costs of additional options as follows: 14

[1 bid.
'National committee for Support of the Public Schools, Education in the States: A

Planning Chart Book, 1966.
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Progranm improvement-approximate 1970 costs
Billions

Maternal and child health care in low-income families to help prevent
mental retardation ----- $1. 5

Child day care centers for low-income families------------------------ 1. 4
Preprimary education for all 3- and 4-year-olds:

Half-day - 2. 3
Full-day ----------------------------------------------- 5. 1

Adding compulsory education 2 years beyond high school -1. 7
Manpower training for 1 percent of the labor force without compensation

for income loss…------------------------------ --- - --- ----- 9
With compensation for income loss -_____-___-_____-__-___-- 6. 9

Further extension of school week through after-school-hour and weekend
programs --------------------------------------------------------- 1.0

To raise current expenditure per ADA to 80 percent of the U.S. average
in all States spending less than this ---- ---- . 5

To raise current expenditure per ADA to $500, or 93 percent of the
projected U.S. average in all States spending less than this -1. 5

In order to guess at future developments in public expenditure dur-
ing this period of fiscal transition, one should have some idea of how
desirable various levels of public service are, and of how much they
cost. Certain minimal levels can sometimes be set on the basis of pro-
fessional standards; thus we are reasonably confident that the cost of
providing people with such biological necessities of life as potable
water and breathable air, or of maintaining public health services
above a level where major epidemics are likely, is low compared to
the value to the taxpayers of achieving these objectives. We can get
some idea of the value of higher levels of public services from analysis
by engineers of by how much it is possible to reduce time lost in the
flow of people to places where they work, live, shop, go to school, and
play, or by doctors of the rise in health which could result from vari-
ous programs.

Changes in the demands of taxpayers for public services correspond-
ing to changes in their economic circumstances can to some extent be
predicted by comparing the public services provided in different
States or communities. By seeing what services are demanded by
higher income groups, whose income is less of a restraint on the serv-
ices demanded, we can learn what sort of services are likely to be de-
manded in the future by those groups who are now limited by their
low income.

Such an analysis, stated in terms of the relation between voter de-
mands for public services and the cost of providing such services,
avoids the commonly used concept of absolute public needs which
must be satisfied at whatever cost. It thus comes closer than an analysis
based on "needs" to describing the real world, a world in which State
and local officials must decide what range of public services will give
their constituents what they want at a price they are willing to pay,
not what single set of decisions is the only way to avert iminent ca-
tastrophe.

Whatever the advantages of such an approach, we may be sure that
the question of what public services are "needed" will still continue to
be asked. As Kenneth Boulding states it, "Demand e * * implies
autonomy of the individual, choice, and a tailoring of inputs of all
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kinds to individual preferences. Only the slave has needs; the free man
has demands." But Mr. Bouldino continues, "In spite of the econo-
mist's uneasiness about it, a considerable demand exists for the concept
of need." 15

TABLE 1.-Projections of State and local finances: U.S. Bureau of Census basis

[In billions]

1970 1975

GWU I Netzer 2 Tax founda- Netzer Tax founda-
tion 3 tion

Total State and local
expenditures -$121.8 $115. 5 $117. 8 $144. 5 $157.9

Federal aid -$18. 5- 22. 1 16. 5 20. 3 19.8 30. 0
Borrowing- 14.9 12.1 14.0 13.6 17.1

Otherrevenues …_-- 83.7-85.8 82.8 88.6 100.3 117.2
Total State and local revenues 1 11.6-121. 2 111. 4 122.9 133. 7 164.2
Net surplus (or deficit) - -47-+1.0 -4.1 +5.1 -10. 8 +6. 4
GNP -------------- 88.----- 86 0 762.0 902.0 916.3 1,178.0

1 Selma J. Mushkin and Gabrielle C. Lupo, "Project '70: Projecting the State-Local
Sector", The George Washington University, State-local fnances project.

' Dick Netzer, "S tate-Local Finance in the Next Decade."
3 "Fiscal Outlook for State and Local Government to 1975," Tax Foundation, Inc.

'5 Kenneth E. Boulding, "The Concept of Need for Health Services," The Mifllbank
Memorial Fund Quarterly, vol. XLIV, No. 4, October 1966, pt. 2.
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TABLE 2.-General expenditures of State and local governments, total and selected
functions, calendar year 1970 at $864,000,000,000 GNP

[In millions]

State and region General Total Highways Public Health and
Iexpenditures education welfare I hospitals

United States - $108,967.4 | $44,613. 7 | $16,18. 8 8 $8,837. 8 | $8,025.5

New England

Maine
New Hampshire.
Vermont .----------
Massachusetts .
Rhode Island .--------
Connecticut ---------

Mideast .

New York.----------
New Jersey .
Pennsylvania .
Delaware .
Maryland
District of Columbia

Groat Lakes

Michigan .
Ohio
Indiana --- -------
Illinois - - - - - - - - - - -
Wisconsin .

Plains --.-.----------------.-.---

Minnesota
Iowa ---------- ------
Missouri .
North Dakota.
South Dakota
Nebraska .
Kansas - ------

Southeast _ ------

Virginia .
West Virginia .
Kentucky .
Tennessee .----------
North Carolina
South Carolina .
Georgia .
Florida
Alabwama .---------
Mississippi.
Louisiana
Arkansas .

Southwest .

Oklahoma
Texas .
New Mexico .
Arizona

Rocky Mountain .

Montana .
Idaho-- - - - - - - - - - -
Wyoming ----------
Colorado .----------
Utah .

Far West

Washington .
Oregon
Nevada .-----------
California-

Alaska.
Hawaii-

6,471.5 2,390.0 1,031.7 522. 0 455.9

493.9 178.6 104.1 41.1 31.3
338.0 129.8 76.9 18.9 21.9
238.1 89.9 66.4 18.0 14.2

3,179. 6 1,130. 6 438.4 279. 5 239.0
488.2 177.4 73.0 42.3 44.6

1,733.5 683.7 272.9 124.3 104.8

24,699.9 9,325. 6 3,164.7 2,033. 9 1,932. 6

12,156. 8 4.473. 4 1,310. 5 1,051. 7 1,014. 4
3,906 2 1, 559. 5 515 5 255.7 255.5
5,716. 1 2,159.9 929. 1 502. 7 390.8

318.4 151.9 40.3 22.9 1&8
1,999.3 842.0 275.7 149.1 164.8

603.7 138 9 93.6 51.9 8. 5

19, 998 5 8,458 4 2,990.6 1,448.7 1,482. 7

4,691. 7 2,032.0 576.4 308.3 429. 6
5, 188. 8 2,071. 2 882.4 434. 7 341. 6
2,345. 5 1, 102. 1 373.9 112. 8 198.9
5,530.9 2,318. 5 794. 5 454.8 333. 5
2,241.2 934. 6 363.4 138.0 179. 1

8,247.1 3,590. 5 1,490.9 654. 8 647.0

2, 148. 6 976 1 347. 8 179. 7 138. 7
1, 418 5 647. 2 269. 8 116. 5 96. 8
2,017. 5 808. 8 33& 0 193.2 148. 4

391.8 168.3 74.7 21.8 18.4
396. 0 160.9 104. 2 21.0 15.1
710.8 313.1 143.5 38.7 44.8

1,165.9 516.1 212.9 83.8 84.8

19,268.8 7,475.1 3,462.3 1,667.0 1,681.2

1,857.9 714.4 385.0 90.2 129.8
922. 1 293. 0 284. 2 96.6 56.1

1,446.9 520.9 323. 5 141.2 95.8
1,625.4 597.6 340.5 123.3 155.8
2,025.3 932.2 304.9 158.3 156.4

934.9 428. 3 162.9 56.0 84.5
1 950.0 744.9 294.8 168.0 217.2
3, 129.6 1, 185. 1 413.6 186.9 351.0
1,586.3 569.3 320.4 180.3 135.5
1,007.2 391.1 186.1 107.4 83.9
2,030.4 775.2 296.4 267.3 161.4

753. 3 283.2 159.0 91.6 53. 8

7,821.7 3,147. 7 1,271.0 673.9 446.8

1,300. 2 522. 2 214. 2 207.3 75.1
4,731.8 2,127. 7 775.7 348.9 288.6

680.9 332.5 119.2 48.2 39.5
1,108.6 565.3 161.9 69.5 43.5

2,963.1 1,334.7 564.1 217.4 191.6

423.2 167.7 103.9 23.3 25.0
378.0 146.2 79.6 25.0 27.7
258.4 94.8 72.8 10.0 23.2

1,310.9 641.9 186.9 122.3 89. 0
593.1 284.1 120.9 36.9 26.9

18,664.5 8,220.8 2,036.0 1,642.3 1,230.0
. .

1,970.5 902.0 296.6 133.1 140.5
1, 194. 2 497.1 211.8 76.8 77.3

335.7 127.0 65.0 12.8 23.6
15,164. 2 6,1694.06 1,462. 6 1,419.7 988.5

321.8
610.4

100.6
170.0

80.7
76.9

11.6
16.1

16.9
40.9

NOTE.-Totals may not add due to rounding.
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TABLE 3.-Capital outlay expenditures of State and local governments, calendar year
1970, at $864 billion GNP

[In millions]

General government

State and region Total _ _ _ _ Utilities
Educe- 11gb- Sewer- Health

Total tion ways age and
hospitals

United States

New England -----

Maine
New Hampshire------
Vermont ----------
Massachusetts .
Rhode Island-
Connecticut-

Mideast -- ----------------

New York .
New Jersey .
Pennsylvania
Delaware
Maryland
District of Columbia

Great Lakes .

Michigan .
O hio -- - - - - - - - - - -
Indiana
Illinois -.--
Wisconsin

Plains

Minnesota
Iowa---
Missouri-
North Dakota
South Dakota
Nebraska
Kansas -----------------

Southeast .

Virginia
West Virginia .
Kentucky
Tennessee
North Carolina
South Carolina
Georgia.----------
Florida .-----------
Alabama .----------
Mississippi
Louisiana
Arkansas -- -

Southwest

Oklahoma ---------
Texas
New Mexico
Arizona ---

Rocky Mountain

Montana
Idaho
Wyoming ---------
Colorado
U tah -- - - - - - - - - - -

Far West

Washington
Oregon--- - - - - - - - -
Nevada --
California.---------

Other:
Alaska .
Hawaii .

$29,98. 2 $26, 439.8 $6, 844. 2 $10, 452. 6 $2,329. 0 $681.7 $3,1528.4

,803.6 1,621.3 392.0 600.1 1 2.0 39.41 182.3

137.1 122.0 24.5 48.2 22.3 1.9 1I.1
100.4 93.4 22.6 39.4 11.1 1.3 7.0
77.1 72.6 13.6 39.8 7.7 1.1 4.5

871.5 759.6 201.2 246.0 64.9 23.6 111.9
141.9 132.8 29.4 49.8 12.8 3.7 9.1
475.8 441.0 100.7 176.9 33.3 7.8 34.8

6,849.9 5,917.7 1,517.7 2,012.5 541.0 155.8 932.2

3,146.7 2,633.6 692.5 782.4 233.5 80.0 513.1
1,069.4 987.0 280.4 324.4 88.9 18.0 82.4
1,716.9 1,541.3 344.9 601.7 159.7 44.3 175.6

84.3 79.2 27.9 28.9 5.5 1.0 5.1
541.8 500.9 148.8 196.5 30.4 10.0 40.9
290.9 175.7 23.3 78.6 23.0 2.5 115.2

5,198.4 4,666.9 1,200.8 1,926.4 415.9 111.4 531.5

1,153.6 1,048.2 291.7 385.2 95.4 38.1 105.4
1,378.2 1,263.2 273.5 584.8 102.4 23.0 115.0

600.4 038.3 146.3 232.2 54. 3 13.6 62.1
1,544.6 1,359.1 362.6 558.0 115.7 23.4 185.5

521.7 468.2 126.8 166.2 48.1 13.2 63.5

2,248.7 1,955.7 494.4 866.8 197.6 39.8 293.0

575.8 506.8 144.7 206.4 50.1 14.0 69. 0
332.6 295.6 69.5 137.0 37.2 3.8 37.0
594.7 515.2 114.3 232.3 54.4 9.5 79.5
103.2 99.5 27.3 44.0 7.5 1.4 3.7
127.9 119.4 24.4 64.0 9.0 1.2 8.5
230.9 167.7 48.8 76.0 15.3 2.1 63.2
283.8 251.6 65.5 107.1 24.2 7.8 32.2

5,794.4 5,188.2 1,130.2 2,325.3 488.1 186. 7 606.2

552.5 517.56 102.7 202.7 37.6 11.6 35.0
355. 7 329.2 28.3 207.2 35.0 9.9 26.5
484.3 452.3 80. 8 235.8 38. 8 14. 4 32. 0
599. 6 491.6 92. 5 236.9 39. 5 20.1 108. 0
570.3 .510. 6 148.0 194. 4 6.3. 0 19. 7 59. 7
292.1 260.9 70.0 112.2 32.0 10.9 31.2
575. 1 502. 3 109. 0 192. 6 49.1 28.0 72.8
8.4.4 739.1 198.3 277.9 68. 5 21.9 115.3
495.4 448.9 77. 1 222.4 36. 6 16.9 46. 5
276. 2 255. 6 69. 6 105. 0 20. 8 10. 2 20. 6
513. 8 476.3 106. 4 193.6 40.9 16.0 37. 5
225.3 204.2 47.5 84.6 26.2 7.3 21.1

2,175.2 1,928. 9 525.4 830. 7 176. 8 41. 6 246.3

312.1 286.7 71.9 120.8 31.7 6. 4 25.4
1,334.0 1,157. 7 294.9 506.1 109.8 27. 2 176.3

193.4 180.7 41.8 86.9 17.7 4.8 12.7
335.6 303.7 116. 9 116.9 17. 7 3. 2 31.9

836.4 778.0 196. 5 | 384.4 62. 8 16.8 58.4

129.5 123.9 21.0 72.1 8.0 2.4 5. 6
118.3 108.3 27.4 49.5 9.9 3.4 10.0
80.2 82.3 11.1 55.0 3.6 1.8 3.9

321.6 294.7 96.9 117.0 30.2 5.7 *-' 26.9
180.6 168.6 40.0 90.8 11.0 3.4 12.0

4,788.6 4, 121.5 1,346.9 1, 392. 1 279. 1 82.9 667. 1

561. 2 449. 1 131. 6 190. 7 37.4 8.4 112. 1
286.1 261.0 50.8 130.7 27.4 4.8 25.1

in5. 6 08.8 24.9 46.5 8.3 2.3 6.8
3, 8360 0 3,312.9 1. 139.6 1,024.2 206.1 67.4 523.1

128.3 121.3 1361 58.7
144.9 140.5 26.5 55.6

7.2 5.0
8.4 2.3

7.0
4.4
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TABiLE, 4.-Capital outlay as percent of State and local expenditures-General
expenditures and utility expenditures combined, fiscal year 1962 and calendar
year 1970

[In millions]

Capital outlay as percent
of general and utility ex-
penditures

State and region Capital
outlay

Calendar Fiscal year
year 1070 1062

United States ------- $29,968.2 25.5 26.0

New England ------------------ 1,803.6 ?06.3 22.6

Maine -------- ----------------------------- 137.1 26.5 23.8
Newv flanipshira -------------------------------- 100.4 28.7 27. 0
Vewmont --ainp ---r------ -------------- 77.1 30.9 31.2

Massachusetts-871.5 25.2 18.5

Rhode Island ---------------------- 141.9 28.1 20.4
Connecticut - ----------------------------------------- 47.8 26.5 29. 0

Mideast -- ---------------------------- 6,849.9 25.9 23.9

New York- 3,146.7 23.7 23.6
New Jersey- 1,069.4 26.4 22.6

Pennsylvania -1,716.9 28.7 22.7
Delaware ----------------------------------- 84.3 25.4 28.7
Maryland -541.8 26.2 30.0
District of Columbia ----- 290.9 39.4 29.9

Great Lakes- 5,198.4 24.3 26.0

Michigan -1 153.6 23.4 26.9
Ohio ---------------------- ------------- 1,378.2 25.1 26.1
Indiana--------------------------- 600.4 23. 7 25.0
Illinois -- 1,544.6 25.7 24.8
Wisconsin - ---- ------------------------- 52.7 22.0 27.7

Plains- 2,248. 7 25.0 25.9

Minnesota -575.8 2.1 26.5
Iowa-336 27------------------------ 2--4----- . .. 7
Missouri -594.7 27.5 24.1
North Dakota -------------------------------- 103.2 23.8 27.9
South Dakota -------------- 127.9 30.6 31.6
Nebraska - ------------------------- ------- 230.9 24.1 28.7

Kansas- 283.8 22.4 24.5

Southeast --- 5,794.4 27.7 27.0

Virginia ------------------------------ 552.5 28.4 31.3
West Virginia ----------------------------- 355.7 37.2 19.5

Kentucky-484.3 37.8 31.6
Tennessee -5-------------------------------------- 599.6 29.3 30.5

North Carolina - ------------------- 570.3 26.2 24.3

South Carolina - ------------------ 292.1 26 2 24 2
Georgia -. 575.1 27.5 26.2
Florida - ----------------------------- 854.4 24.9 26. 0

Alabama- 495.4 28.5 27.3
Mississippi ----------------------------- 276.2 26.1 29.9
Louisiana -5.---------------------------------8 24. 3 23.9

Arkansas -225.3 26.2 25.8

Southwest ----------------------------------- 2,175.2 25.8 27.8

Oklahoma - 312. 1 22.9 22.9
Texas---------------------------- 1,334.0 26. 0 29. 0
New Mexico ------------------------------ 103.4 27.2 24.5

Arizona --------------------------------- 335.6 27.7 30.6

Rocky Mountain ----------- 836.4 26.8 27.0

Montana ------------------------------- 129.5 2908 29.6

Idaho- 118.3 3.2 3.
Wyoming ---------------------------- 86. 2 32. 2 34.8
Colorado --------------------------- 321.6 23.2 23.2

Utah -180.6 26.7 29.5

Far West -4,------------------------------ 4,788.6 23.5 27.6

Washington ------------------------- 561.2 24.1 28.6
Oregon- 286.1 22.7 24.9

Nevada ------------------------- 105.6 30.1 34.8

California - ---------------------------- 3,836.0 23.5 27.5

Alaska ----------------------- 128.3 37.8 32.2

Hawaii -144.9 27.6 33.8
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TABLE 5.-Projections of State and local government receipts and expenditures on
national economic account basis

[In billions of dollars]

1970 1975

GWUI 3 GWUII GWU918
(high (low (high

NPA ' JEC 2 revenue revenue growth NPA JEC
projec- projec- rate pro-
tion) tion) jection)

State and local purchases of
goods and services -110. 5 107. 1 97.3 97.2 103. 2 166.3 149. 7

Transfer payments - 9. 8.7 8.0 8. 0 7.9 66.4 10.3Net interest ----------- 1.8 .6 1.1 1.1 1.1 3.0 .6
Less current surplus of govern-

ment enterprises- 53 4. 2 5.1 5.1 5.1 9.5 5.2

Total State and local
expenditures -116.5 112.2 101.4 101.4 106.8 172.2 155.6

Federal grants -19. 5 17.5 21.8 18.1 21.8 31.0 25.0
Other revenue sources -94.6 93.5 83.7 I 81.7 88.9 140.6 131.0

Total State and local
revenues - --- 114.1 111.0 105. 5 99. 8 110. 7 171. 6 156.0

Surplus (or deficit) - -2.4 -1.2 +4.1 -1. +3.9 -0.6 +0.4
GNP -883.8 920.0 864.0 864.0 918.0 1,167.1 1,205.0

I National Planning Association, Center for Economic Projections, "National Economic Projections to
19735-76."

2 Joint Economic Committee, "U.S. Economic Growth to 1975: Potentials and Problems, 1966."
3 Selma J. Mushkin and Gabriello C. Lupo, "Project 70: Projecting the State Local Sector, the George

Washington University," State local finances project.



FISCAL TRENDS IN THE FEDERAL SYSTEM*

BY RESEARCH AND POLICY COMMITTEE OF THE COMMITTEE FOR
ECONOMIC DEVELOPMENT

The United States is a Federal system operating under a written
Constitution which divides the functions of government between the
National Government and the States.

A primary reason for calling the Federal Convention was "to form
a more perfect union," with a National Government strong enough
to provide effectively for certain public services of benefit to all the
people of the Nation. The first powers enumerated in the Constitution
are the fiscal powers of the National Government. Congress is given
"the power to ay and collect taxes, duties, imposts, and excises, to pay
the debts and provide for the common defense and general welfare of
the United States. * * *"

The powers of the National Government, including its fiscal powers,
are substantial, but they are not unlimited. The 10th amendment spe-
cifically provides that all powers not delegated to the National Gov-
ernment or prohibited to the States be reserved "to the States or to
the people." Both the States and the National Government have con-
stitutional powers to tax.

Strictly speaking, the Federal principle refers to the relationship
between the National Government and the States. But it has wider
implications for the whole of society. Cities and counties are not di-
rectly provided for in the Constitution but are creatures of the States.
As such they must depend upon the States for the solution of many
of their problems.

Basic to the Federal principle is the view that power should be
plural rather than centralized. A Federal system is valued because it
permits wider choices in the pursuit of general welfare, greater free-
dom to develop different public values in different localities, and more
opportunities for innovation by individual communities that may set
standards for the rest of the country.

SHFT OF POWER TO TIHE NATIONAL GOVERNMENT

Federalism has not stood still. As a result of technological, eco-
nomic, social, and international changes since the ratification of the
Constitution in 1789, the Federal system has undergone a continuous
change and the division of responsibility among the levels of govern-
ment has become much less distinct.

During this century the balance of power has been shifting to the
National Government. The adoption of the Federal income tax was a
major factor in this shift. The 16th amendment to the Constitution,
by granting Congress power "to lay and collect taxes on incomes,"

*Reprinted from: Committee for Economic Development, A Fiscal Program
for a Balanced Pederalism, New York, 1967, chs. 2, 3, 4, 5, p. 50-54, 60-61.
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provides the National Government with the most productive of all
revenue sources.

The implied powers in the "general welfare" clause of the Con-
stitution also provide wide flexibility for the National Government to
expand the size and scope of its activities in the civilian sector. This
was clearly demonstrated in the decade of the 1930's which brought
a substantial increase in National Government spending and a dra-
matic change in the Federal structure. Judicial interpretations lifted
some limits on the National Government's regulation of economic
affairs and on the amounts and purposes of its expenditures.

Government policies to combat depression and to meet the needs
of two world wars and a continuing cold war have resulted in high fed-
eral income tax rates. The national government has achieved fiscal
dominance in this field. It was responsible in 1965 for 93 percent of
all income tax collections in the country, even after the 1964 Federal
income tax cut.'

Although anti-depression and defense requirements are major rea-
sons for the growth of national government expenditures, another
cause has been the marked increase in social and economic interde-
pendence of American society, particularly since the end of World
War II. This interdependence is a product of rapid population growth,
industrialization, urbanization, and the increased mobility of our
population. Problems that in earlier times were seen as purely local
in character have taken on regional or national significance.

The growth of social and economic interdependence has not been
matched by the evolution of political structures to cope with it. Prob-
lems created by interdependence frequently are aggravated by the
substantial fragmentation and overlapping of about 80,000 local gov-
ernments with authority to spend or tax. Because legal jurisdictions
often do not coincide with natural economic boundaries, it has become
more difficult to assess benefits and costs on a communitywide basis.
In the language of the economist, the typical community is a nest of
"spillovers." The effects of economic activities undertaken locally spill
over beyond legal jurisdictional boundaries, enlarging the area of
benefits and costs and greatly complicating the task of determining
where and how to raise and distribute public revenue.

Today more than ever before there is need for cooperation among
individual communities in supplying public services and in coordinat-
ing revenue systems on a fiscally sound basis. But there are serious
political obstacles to cooperation and coordination. As a result, it
appears easier to seek funds from higher levels of government-States
or the National Government-with larger legal revenue basis. Given
superior revenue resources and a concern for "the general welfare"
of the people, the National Government tends to take over mnore and
more responsibility for the problems of the States and cities.

National Government expenditures on goods and services have
grown from a modest 2 percent of gross national product (GNP) in
1930 to 10 percent in 1965. The relative shares of such Government
expenditures have shifted from about one-fifth National, four-fifths
State and local in 1930 to about 50-50 today, as shown in chart I.

' See Appendix I.
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Note: Because of rounding, detail does not add to total.*

Chart I. 20%

Government STATE AND LOCAL
Purchases
of Goods _ 14
and Services 6_
as Per Cent __!s
of GNP: 6
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STATE-LOCAL EXPENDITURE GROWTH

Despite these developments the State-local government sector has
recently been a most, dynamic element in the Nation's fiscal system.
From 1955 to 1965 State and local general expenditures increased by
121 percent, more than twice as rapidly as general expenditures of the
National Government. State and local government employment in-
creased 58 percent in the same period compared to 9 percent for Na-
tional Government civilian employment. The portion of gross national
product taxed away by State and local governments has shown a rather
steady increase while Federal taxes have declined relative to gross
national product since 1952.

Althouogh the National Government has increased its financial aid to
lower levels of government, expenditures by State and local govern-
mIents based on their own revenues still play the major role in meeting
the cost of civilian public services. Combined general revenues of State
and local governments from their own sources provide. the funds for
two-thirds of all outlays for general civilian public services, as shown
in table 1.

TABLE 1.-Financing of general civilian expenditures, by level of government, 1966

[Dollar amounts in billions]

Expenditures financed by
General Intergovern- owns sources

Level of government civilian ex- mental
penditures revenue

Amount Percent

National -- .........------------------- $34.6 ------------- $34. 6 5
State-local -- - .... .74. 5 $11.0 G3. 5 65

X Total general expenditures, less expenditures for nationsal defense, international relations, space, veterans'
benefits, and interest on the general debt.

The rapid growth of State and local expenditures reflects the large
burdens placed on State and local governments in the postwar years,
some o0f which resulted from abnormally low expenditures during the
depression (when both private incomes and public revenues were low)
and during the war (when both materials and manpower were scarce).
The acceleration in State and local spending is largely due to three
major factors:
1. Popnlatioa chanvges. While population as a whole increased IS

percent between 1955 and 1965, school-age population grew 35 percent

80-491-6T-vol. III 3
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and over-6O population rose 25 percent. These two age groups create
demands for the most costly public services. Additional demands were
created by the greater concentration of population in the metropolitan
areas. The "population workload"'-derived by weighting the relative
expenditure importance of these groups-increaseN 27 percent in the
last decade.

2. Price increases. Prices of goods and services purchased by State
and local governments grew 40 percent between 1955 and 1965, al-
though prices in the economy as a whole rose by only 22 percent. The
difference is largely due to the greater importance of services and more
modest increases in productivity in State and local government than in
the private sector.

3. Expansion of scope and quality of public services. The postwar
rise in the standard of living of a more inobile and urbanized popula-
tion brought demands for more and better public services, particularly
in education, highways, health, and welfare. Additional demands were
created by an increasing awareness of the plight of those groups that
did not share in the benefits of rising living standards.

Population changes and price increases combined account for $26.2
billion of the total rise of $40.8 billion in State and local government
general expenditures in 1965 over 1955. The residual increase of $14.6
billion can be viewed as an estimate of the expansion of scope and
quality of public services, assuming no significant change in thle effi-
ciency with which they were provided. On this basis, the expansion of
scope and quality of services performed by State and local govern-
ments amounted to 24 percent in the decade 1955-65. The effects of the
three factors combined are summarized below.

1955 1965
General Population -Price . Scope and General I
Expenditures X Factor X Factor X Ouality Factor = Expenditures

$33.7 billion X 1.27 X' 1.40 X 1.24 = 574.5 billion I
In addition to general expenditures, State and local government

application of funds includes supplementary contributions to employee
retirement systems, other net expenditures, including profits on liquor
stores and a deficit in utility operations and additions to working capi-
tal and sinking funds, as shown in table 2. Total application of funds
rose from $36.3 billion in 1955 to $81.9 billion in 1965, an increase of
126 percent.

TABLE 2.-State and local government outlays of funds, 1955 and 1965

[In billions of dollar s]

Item 1955 1965

General expenditures -33.7 74. 5
Supplementary government contributions to retirement funds -. 7 1.8
Otber expenditures (net) . 2 .8
Additions to working capital and sinking funds -1. 7 4.8

Total outlays - 36.3 81.9



REVENUE SHARING AND ITS ALTERNATIVES 1253

FINANCING STATE-LOCAL EXPENDITURES

State and local governments obtained their funds from taxes,
charges and miscellaneous general revenue, Federal aids, and increases
in debt. The distribution by revenue sources is shown in table 3.

The revenue from each major tax source, property taxes, sales and
gross receipts taxes, and income taxes more than doubled from 1955 to
1965.

The yield of the property tax rose by about $12 billion. It is the most
important revenue source at the State and local level, accounting for
44 percent of tax revenue. However, it is almost entirely a local tax
and accounts for about 90 percent of local tax revenue. Although the
demise of the property tax has long been predicted, it produced almost
$23 billion in fiscal 1965, more than the revenues from any other local,
State, or Federal levy except the Federal income tax. Most of this in-
crease came from the unanticipated responsiveness of the property tax
to economic growth associated with growth in the tax base from new
construction, higher real property values, and improved assessment ad-
ministration.

The second largest State and local revenue source is taxes on sales
and gross receipts. These include general retail sales taxes and selec-
tive taxes levied on motor fuel, tobacco products, and liquor. They
rose by nearly $10 billion from 1955 to 1965 and accounted for 33 per-
cent of total tax revenue in 1965. The general retail sales tax, now in
use in 42 States, is the largest single source of State tax revenue.

Thirty-three States have broad-based individual income taxes; 38
States have corporate income taxes. Revenues from these taxes grew
by $4 billion during the period. Income tax revenues showed the great-
est proportion of gain of all taxes, but since they started from a rela-
tively low level they remained less important to State and local gov-
ernments than property and sales taxes, accounting for only 12 per-
cent of total tax revenues in 1965.

TABLE 3.-Slate and local general revenue and increase in debt, 1955 and 1965

[Dollars in billions]

Amount Percentage
Item increase,

1955-G5
1965 1965

Taxes - ------------------------------------------- $23.5 $51.2 118

Propertv -- ------- -- ---- ----- --- ---- -- -- --- - 10.7 22.6 ]11
Sales and gross receipts-7.6 17.1 125
Income - -------------------------------------- 2.0 6.0 200
Other -- 3.1 5i. 5 78

Charges and miscellaneous general revenue -4.5 11.7 160
Federal aids -------------------------------------------------- 3.1 11.0 255Federal aids-~~~~~_____________________ __

General revenue -31.1 74.0 138
Increase in debt during year -5.3 7.3 38

Total -36.4 81.3 123

NOTE-Because or rounding, detail may not add to totals.

Charges and miscellaneous general revenue contributed $11.7 billion
in 1965, a growth of more than $7 billion from 1955 to 1965.

Total State and local general revenues amounted to $74 billion in
1965. Of this amount $11 billion was received from the National Gov-
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ernment. Thus State and local governments proved themselves capable
of raising $63 billion in general revenues from their own sources in
1965, an increase of $35 billion over the 1955 level, or 125 percent.

Up to now State and local finances have been considered as if they
were uniform throughout the Federal system. But there are, in fact,
substantial differences in the financial patterns among and withiin
States. These differences result from variations in taxable capacity
and needs for Dublic service, and also from different views of the pnb-
lie policy choices involved in the use of tax sources and in the level and
composition of public expenditures.2

THE OUTLOOK FOR STATE AND LOCAL FINANCE

Although State and local governments have sharply expanded their
expenditures in the postwar period, unmet public needs still exist. New
needs -will be created by continued population growth, increased urban-
ization, and rising prosperity. But the ability of State and local re-
venue systems to meet these needs has been questioned because of the
common belief that property and sales taxes are relatively unrespon-
sive to economic growth.

There are varying appraisals of the outlook, each of which can in-
fluence fiscal decisions in a different direction and affect the future of
American federalism in a different way. Those who foresee a serious
crisis in linancing State and local needs will want a greater role for the
National Government and a sizable increase in national support. On
the other hand, those who anticipate a rise in State and local revenues
sufficient for future needs see a less important role for the National
Government.

In the following pages we assess the potential for increases in State
and local revenues over the decade 1965-75, assuming no broadening
of the tax base or increases in tax rates. The present State and local tax
structure will yield increased revenues in future years in amounts that
depend on the responsiveness of State and local taxes to economic
growth and the rate of economic growth itself.

Recent experience suggests that State and local taxes are more
responsive to economic growth than previously assumed. We estimate
that the existing structure of State and local taxes will yield increases
in revenues approximately in proportion to the rise in gross national
product.'

The annual growth rate of gross national product averaged 3.5
percent in real terms between 1955-65. Real growth in 1965-75 is
projected at the higher rate of 4 percent a year because of an antici-
pated increase in the rate of growth of the labor force. On this basis,
gross national product is projected to increase 48 percent 3 over 1965.

If there is no change in State and local tax rates as they appeared
in the statutes in 1965, their revenues from taxes are projected at
about $78 billion 3 in 1975. This total includes $3 billion 3 from new
sales taxes enacted in five States which were scheduled to take effect
after fiscal 1965.

General nontax revenues from State and local sources are drawn
primarily from user charges made for (overnment services. For the

See app. I
See a1pp1. II .
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most part expenditures associated with current charges tend to gen-
erate their own revenue. If this revenue rises according to the esti-
mated changes in the population groups which use such services and
the rise in prices of goods and services purchased by State and local
governments, charges and miscellaneous revenues are projected to in-
crease from $11.7 billion in 1965 to about $16 billion 8 in 1975.

Federal grants-in-aid to States and localities will total about $15
billion in fiscal 1967. But if currently enacted programs continue, they
will reach an estimated $26 billion in 1975.

In 1965 the increase in State and local government debt was $7.3
billion and the total debt was $99.5 billion. The total debt was 1.6
times general revenue from own sources, a relationship which re-
mained stable over the 1955-65 decade. If the total debt continues to
remain a constant proportion of revenue from our sources, about $6
billion 3 in additional funds would be provided from this source in
1975.

On the basis of these projections the total yield in 1975 to State
and local governments of an unchanged revenue structure plus net
additions to debt would be about $126 billion.4 *

STATE-LOCAL EXPENDITURE NEEDS

The factors that pushed up State and local expenditures between
1955 and 1965 will continue to operate in the decade 1965-75. The
three major factors, already identified, are changes in population-
worlload, prices, and the demand for improvement in scope and
quality.

1. Population-workload depends upon the structure as well as the
size of population. The growth rate of age groups that significantly
influence the demands for public education, welfare, health, and hos-
pitals will decline. The increase of the age group (5 to 17) that deter-
mines enrollment in public elementary and secondary schools will
fall from 35 percent in 1955-65 to 7 percent in 1965-75. There will
be a decline, from 25 percent in 1955-65 to 17 percent in 1965-75, in
the growth rate of older citizens, who are relatively heavy benu-
ficiaries of health and welfare services. Total weighted population
workload is projected to increase 1.5 percent from 1965 to 197.5 com-
pared with 27 percent in the decade 1955-65.

2. The price level of goods and services purchased by State and
local governments has consistently risen at a higher rate than that
for output as a whole, 15 percent higher in the 1955-65 period. Al-
though the productivity of government services can and should be
improved, we have assumed a continuation of the 15-percent differ-
ential rate of increase in their costs for the period 1965-75.

These assumed changes in population workload and prices of gov-
ermnent. goods and services would require an increase of about $24
billion 5 in general expenditures of State and local governments be-
tween 1965 and 1975 simply to maintain the 196.5 overall level of scope
an(l quality, as shown below.

See lip. III.
4 At I9(- prieex.
*See Invnoraiid uni by IMh. Roert R. Natha n.
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1975 General
Expenditures-
Needs with

1965 Scope and 1965 Scope and
General Population Price Quality Quality and
Expenditures X Factor X Factor X Factor Prices

$74.5 billion X 1.15 X. 1.15 X .1.00 = $98.5 billion

The total yield to State and local governments with an unchanged
tax structure plus additions to debt in 1975 was projected at $126
billion. I Of this total an estimated $6 billion would be required for
supplementary contributions to government retirement systems and
additions to working capital and sinking funds, and about $1 billion
for other net expenditures. 6

Thus an estimated $119 billion 7 would be available for general
expenditures in 1975. This would provide in 1975 an additional $20.5
billion 7 for improvement in the scope and quality of State and local
governmental services, or about 21 percent over the year 1965, as
shown belo w.

1975 Available
Revenues for Gen-

eral Expenditures
1965 Scope and with 1965 Revenue
General Population Price Quality Structure and
Expenditures X Factor X Factor X Factor Prices

$74.5billion X 1.15 X 1.15 X 1.21 = $119billion

These calculations suggest that through 1975 State and local gov-
ernnments can secure the funds to finance expansions in expenditures
incorporating significant improvements in scope and quality without
increases in tax rates or broadening of the tax base.

An increase in the overall price, level of the economy would not ma-
terially affect improvement in scope and quality. Each 1-percent in-
crease in the price level would increase revenues by about $1.2 billion
and expenditures by almost $1 billion.

3. Unlike changes in population and prices, improvenents in scope
and qtadity are subject to policy choices. With foreseeable economic
growth, the existing financial system will permit an increase, between
1965 and 1975, of 21 percent in the real per capita services provided
by State and local governments. Is this enough? Obviously, a large
quantity of services would not be provided, although they would be
good to have if the public could afford them. But this is always true,
not only of State and local services but also of national services and
of private goods and services that we obtain through purchase with
our own incomes.

5 At 1065Z prices.
These outlays are not included In 'generil exi)ensditures' as defined by the Bureau of

the Census.
7 At 1965 prices.
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How much change in scope and quality of public services takes place
depends on political decisions made by people acting in their role as
voters and government officials. Improvements in scope and quality of
public services are limited by the willingness of citizens to give up
private claims for public claims, by their willingness to accept increas-
ing redistribution of economic resources, and by limits on the speed
withl which real resources can be efficiently directed to new uses.

If the electorate is willing to pay for an even more rapid improve-
nient in scope and quality of State and local government services than
that indicated as possible with an unelhanged tax structure, and if real
resources can be provided for such improvements, then additional
funds must be made available from State and local government sources
or from the National Government.

If additional funds are sought, what is the desirable direction for the
revenue systems to follow, and to what extent can State and local
governments provide for their own increased expenditures? Possible
changes in the revenue-raising structure of State and local govern-
mients present major areas of policy choice governing their fiscal fu-
ture. These choices involve judgments concerning the responsibility of
State and local governments in financing their own requirements and
the role of the National Government in support of such steps.

A FISCAL PROGRAM FOR STATE AND LOCAL
GOVERNMENTS

Although State and local governments can secure the funds neces-
sary to provide substantial increases in scope and quality of public
services betweeni now and 1975, there is no room for complacency with
re(gard to the adequacy of the system. General revenues of State and
local governments from their own sources now account for 10 percent
of gross national product and may account for an even greater per-
centage in the future.

If the public demands faster improvement in scope and quality of
services, additional funds will be needed beyond those available from
the present tax structure, which increases revenues no faster than eco-
nomic growth. The States have not sufficiently developed, revenue
sources that raise funds most equitably and with least injury to their
economic health. Partly because State governments are not truly repre-
sentat ive, they have failed to respond adequately to the statewide inter-
est in, and responsibility for, the provision of services by their
localities.

'Moreover, "poor" States and some central cities may provide greater
than average increases in revenues. In particular their own resources
may be inadequate to provide for large numbers of disadvantaged
persons.

State and local governments should not simply turn to the National
Government to meet demands made on them for more and better
services. Continuation of the sharp expansion of Federal grants-in-aid
is vulnerable to political factors and may be restrained by other com-
nitiments of the National Government. Furthermore, these grants are
not always aimed where they will do the most good. As a result, there
is unnecessary waste and a reduction in funds available for high-
priority programs of the States.
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A balanced federalism calls for a strong fiscal partnership among
all levels of government-National, State, and local. The extent to
which State and local governments assume responsibility for handling
their own problems will significantly determine the role of the National
Government in their fiscal affairs. The more equitable and responsive
the State and local revenue systems become, the greater will be the
ability of these governments to play an effective role in the Federal
system. This requires leadership and assumption of responsibility by
State governments, because local governments derive their fiscal powers
from the States which have a, wider revenue base and a greater fiscal
potential.

But money without reform would simply aggravate the problems
created by the present fragmentation and overlapping of local governi-
ments. For this reason this Committee in Modernizing Local Govern-
ment recommended a program of State constitutional revision "to mod-
ernize the forms and powers of local government." These recommen-
dations will be extended in a forthcoming statement calling for mod-
ernizing State governments.

The following sections assess some major actions by State govern-
ments to provide a better fiscal structure.

STATE AIDS TO LOCAL GOVERNMENTS

Revenues from their own sources do not meet tahe full public service
costs of local governments, particularly the larger central cities. Sup-
plemental funds are obtained from State grants-in-aid as well as from
direct Federal grants. In 1965 State general expenditures totaled $40
billion. Direct expenditures were $26 billion; State aids to local gov-
ernments were $14 billion. Of the latter, 59 percent went for education
and 17 percent for welfare. A portion of this aid was a pass-through
of Federal aid to the States.

States play an important role in the Federal system today. In 1,965
they raised about a third of total general revenue from civilian domes-
tic public purposes. Nevertheless there has been much criticism of
State initiative in finding solutions to modern public problems. The
States have been attacked for failure to act on urban problems, espe-
cially in metropolitan areas where local government fragmentation
severely hampers the attack on social ills and programs designed to
aid the poor.

Because of the increasing interdependence of local jurisdictions, the
role of the States must grow if they are to be strong and effective part-
ners in the Federal system. The States should encourage greater coop-
eration and coordination among local governments in solving metro-
politan problems. In many areas taxpaying ability is greatest in the
suburbs but needs are greatest in the central cities. The States should
do more to equalize resources available to individual local governments
to combat social ills.

Since public schools are generally the most costly item in local budcr-
ets, school funds should be distributed to local districts through a
program that insures each district within the State the financial ability
to support its schools. In its policy statement, Paying for Better Pueblic
Schools, this Committee outlined a "foundation', program to prIovide
such support. It called for "specification of the type and quality of
school services that should, as a minimum, be available to students
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throughout the State. * determination of the costs of providing
these services, and establishment of a method for distributing State
fuands in such a way as to make it possible for every school district to
provide at least the foundation level of education from these and its
own funds." 8 Such aid should reflect the rise in school costs over time
and the high cost of special programs for the disadvantaged.

In addition, this Committee in its policy statement, Raising Low
Incomes Through Improved Leucation, has called for greater State
effort particularly in the areas of prekindergarten schooling, higher
education, adult retraining and literacy instruction, and training for
the physically handicapped.

Public welfare and relief costs also are a heavy burden on local
budgets. Because some of the causes of poverty are regional and
national in origin, and since poor persons, as well as others, move
freely from place to place, a substantial sharing of welfare costs by
higher levels of government is justified.

bities with a high concentration of poor and disadvantaged are
particularly burdened, and presently pay more than a reasonable
share of the costs to support these groups through welfare programs.
If not assisted, they may be obliged to impose taxes that may drive
out business, reduce employment, and accentuate the welfare prob-
lem. For these reasons States should assume greater financial respon-
sibility for public welfare costs.

States should take greater responsibility for paying for education
and welfare, either through direct expenditures or grants-in-aid, in
order to help equalize and improve the financial ability of local gov-
ernments to meet their needs in these fields.

PROPERTY TAX ADMINISTRATION

The fiscal capacity of local governments is largely dependent oln
the property tax. It is the source of almost 90 percent of local tax
revenue. It has several advantages for local governments. The limited
mobility of real property restricts the possibility of an exodus of the
base of taxation because of differing rates among neighboring com-
munities. Property tax rates can be subjected to small incremental
changes. The property tax provides appreciable financial independence
for local governments and is the tool which permits local citizens to
compare the costs of many public services against benefits.

The present local administration of the property tax is generally
inadequate. The legal responsibility for assessing property for tax
purposes rests with officials in about 18,000 primary assessment juris-
dictions, many of which are too small to permit the employment of
professional assessors.9 Assessors are often elected officials who lack
techlmical competence. Because of inadequate staffing, reassessments are
made infrequently and inaccurately.

Improper assessment procedures have led to gross inequities.
(1) Within individual assessment jurisdictions individual properties
of a like category are often assessed at widely varying ratios of market

I Paying for ttctter Public Schools, a Statement on National Policy by the Resea rcii nd
Policy Committee of the Committee for Economic Development, New York, December
1959,1. p3. .

"'*;,t, ;t more detailed discussuion of the problem, see the recently isstied CED policy
st a itent. Modernizing Local Gouernments, op. cit.
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value. (2) Within individual jurisdictions inequities exist in the treat-
ment of different categories of property. Inequities resulting from poor
assessment administration are frequently compounded by attempts to
assess property on the basis of current earnings rather than market
value. (3) Although the distribution of State grants-in-aid and shared
taxes is frequently based upon the assessed value of property, the aver-
age ratio of assessment to market value in different local jurisdictions
varies widely. (4) State constitutions frequently place limits on prop-
erty tax rates and on indebtedness of State or local governments based
upon the assessed value of property. The common procedure of under-
assessment relative to market value unduly limits local tax revenues
and debt potentials.

Although the property tax is essentially a local tax, improved prop-
erty tax administration requires leadership and direction by State
governments. The very power to tax is conferred on local govern-
ments by State constitutions and legislative enactments.

If inequities in property assessment are to be remedied, the States
must assume responsibility in order that property be assessed uni-
formily throughout each State. Where there is effective county gov-
eminent, States may choose to delegate assessment to counties under
State supervision and standards. Property assessment by States or
counties need not interfere with local governments determining the
amount of funds to be raised or setting the necessary tax rates to raise
them (within limits imposed by State legislation.)

States should take full Oesponsibility for assuring statewide equi-
table and uniform assessment of real property.

It is common practice to assess improvements more heavily than land
in relation to market value, business property more heavily than resi-
dential property, and new property more heavily than old property.
Thus the property tax is not proportional to the value of the property
as intended by law. These practices reduce incentives to rehabilitate
property and to use urban land efficiently.

As*.e.ssnent ratios of all classes of real p-roperty, includinq land.
should be equalized on the basis of market value.*

There are cases where local communities want to ease the tax burden
on certain types of property. For example, property tax easement may
be desired to achieve the rehabilitation of slum areas or to maintain
open spaces. But these purposes should not be accomplished through
reductions of assessment which unduly complicate assessment admin-
istration and conceal the extent of subsidy. Where such easements are
justified they should be accomplished by abatement of tax liability
rather than reduced assessment.

States frequently place constitutional restrictions upon local taxing
and borrowing powers in the form of maximums allowable in relation
to assessed value of taxable property. These limitations have impaired
the ability of local officials to tax, borrow, and plan effectively. Con-
stitutional property tax and debt restrictions are incompatible with
governments responsive to the needs of our rapidly growing and shift-
ing population.

Limitations on local powers over property taxes and debts should be
removed from State constitutions and, where desirable, should be i-m-
posed only by statute.

See memorandum by IMr. Charles Keller, Jr.
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State legislative actions have eroded the property tax base. Exclu-
sion of certain major classes of property-intangibles and some types
of tangible personal property-has been a welcome step in the reform
of the property tax because it is difficult to discover and assess the
value of such property. Religious, educational, and charitable organi-
zations are also excluded because it is believed that these nonprofit
institutions promote social welfare.

But further exemptions are given by many States to certain classes
of property owners-for example, homesteaders and veterans. Local
units in 32 States lost an estimated $3 billion in assessed value in 1961
as a result of veterans' exemptions alone. In four of the 14 homestead
States, homestead exemptions covered more than 30 percent of the
value of locally assessed real property.

These exemptions tend to shift the tax burden among groups with-
out regard for generally held principles of tax equity. For example,
homestead exemptions may aid relatively wealthy homeowners at the
expense of relatively low-income renters. The exemption procedure is
also a poor method of subsidization. Such subsidies are not identified
in State or local budgets and do not get the public scrutiny and regular
review they deserve.

Although States generally provide the exemptions, local govern-
ments sustain the major portion of the resulting revenue loss, despite
substantial local government costs incurred in providing public serv-
ices for these properties. This loss is capriciously unequal among indi-
vidual local jurisdictions. The greatest losses are likely to be sustained
by central cities which can ill afford them.

Property tax exemptions for special private interest groups such as
homesteaders and veterans should be abolished. If States continue to
require such subsidies through property tax exemptions they should
reimburse local governments for the revenue losses incurred. States
and local governments should also negotiate 'with private tax-exempt
organizations to pay for direct services rendered.*

States, the National Government, and other public bodies own tax-
exempt property, resulting in revenue losses to the local governments
where such property is located. Losses are inequitably distributed
among these jurisdictions and are often highest among those with the
highest public service costs.

States, the National Government, and other public bodies should
pay local governments a fair share of the local public service costs
applicable to their properties.

Our recommendations concerning the property tax recognize that
it will remain of great importance to local governments. But it falls
heavily on only one type of expenditure. And even under the best
administration proper assessment is difficult. Since communities differ
in the size and character of their property base, some local govern-
ments may not be able to find enough property revenues to finance
basic public services. There should be relatively less emphasis oln the
property tax, and we are proposing additional measures for broaden-
ing the State-local revenue base.**

'Se memorandum by MNr. Charles Keller, Jr.
'See memorandum by Mr. Robert R. Nathan.
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GENERAL RETAIL SALES TAX

The general retail sales tax is growing in importance because it
yields substantial revenues even at low rates and because it is relatively
easy to administer.

However, the exemption in many States of a wide range of consumer
services results in unnecessary tax losses. It reduces responsiveness to
economic growth because personal expenditure on services increase in
relative importance as incomes rise. Taxation of certain kinds of retail
transactions and exemptions of others produce inequities among per-
sons with different expenditure patterns as wvell as administrative
difficulties.

A more broadly based general retail sales tax, particularly covering
more services, can provide large amounts of revenue at a relatively low
tax rate. Such a tax would be more equitable and responsive to growth
in incomes, it would diminish unwarranted distortions, and it would
reduce administrative problems.

If they need more revenue, State governments should broaden the
coverage of consuvmer services under a general retail sales tax and make
more effective u-se of such a broad sales tax.*

Local retail sales taxes provide escape from excessive dependence
of local governments on the property tax. This is appealing from the
standpoint of tax equity because sales taxes reach income untouched
by the property tax. They make each citizen-consumer more aware of
the cost of increasing the supply and improving the quality of local
public services. However, economic competition among taxing jurisdic-
tions due to the mobility of people often discourages local governments
from taxing retail sales.

In some States, local governments are prohibited from imposing
general retail sales taxes. In others, some local governments, particu-
larlv large cities, impose retail sales taxes to meet increasing demands
for public services and yet maintain some degree of fiscal and political
autonomy. The result, is a multiplicity of local retail sales taxes with
varying coverage and rates.

A tax supplement is a logical administrative device for avoiding
these complications. Under such a procedure a local rate is added at
the option of the local government to the State rate. Both local and
State taxes are collected by the State governments which allocate the
local share to the account of the local taxing jurisdiction. This device
provides identical coverage for State and local purposes, eliminates
duplicate administration, and alleviates the burdens of compliance.

States should permit local governments to impose general retail
sales taxes only in the form of supplements to State taxes.

PERSONAL INcOME TAX

The personal income tax is the last major source of relatively un-
tapped State revenue. Seventeen States have no broad-based personal
income taxes. About three-fourthls of the States with the personal in-
come tax have effective rates of less than 2 percent of personal income.

A compelling argument for a State personal income tax is its flexi-
bility and potential equity. Tax liability under the personal income tax
can be closely related to income levels, family size, and other factors
which influence the ability to pay.

*See memoran1uin hy yMr. Robert R. Nathan.
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This revenue is also collected with relatively little cost and difliculty.
States taxing personal incomes have been increasingly definting taxable
personal incomes in much the same manner as does the National Gov-
ernuient, malcing compliance easier. Furthermore. States have increas-
ingly been availing themselves of the opportunity to exchange tax in-
formation with the National Government. Both of these developments
improve the administration of Stale income taxation and should be
encouraged.

The personal income tax has a striking growth potential. It is es-
timated that revenues from current State personal income taxes grow
by about 1.7 percent for each 1-percent gain in gross national product.
This is considerably greater than the response of sales and property
taxes. Because State government expenditures are expanding at rates
higher than gross national product, this characteristic makes it a most
important fiscal tool.

If they need wore revenue, State governments should mnake greater
uise of the personal income tax

Local government personal income taxes are in effect in eight States.
Such taxes raise difficulties. Income tax liability of nonresidents must
be calculated on a different basis than that used for Federal and State
tax returns. Even taxing the earnings of nonresidents at full rates is
unfair to the extent that they do not fully use local publ ic services paid
for by such taxes. Those who reside in one community and earn income
in another may be subject to double taxation.

In some States local governments are prohibited from using the
personal income tax. When a local government is allowed to impose
the tax the State should provide that such taxes be collected as a sup-
plement to the State income tax. Some of the inequity of local personal
income taxes may be reduced if earnings of nonresidents are taxed at
lower rates than the earnings of residents, and such taxes could be
credited against personal income taxes imposed in the jurisdiction of
residence.

States should permit local governments to impose personal income
taxes only in the form of supplements to State taxes.

OUTLOOK WITH STRENGTIIEXED TAX STRUCTURE

In this chapter we have proposed a number of fiscal measures where-
by States and local governments can increase their revenue if needed,
and at the same time improve the responsiveness and equity of their
tax structure. A broader tax base would help reduce financial dif-
ficulties in meeting future State-local expenditure needs. The adminis-
tration of the local property tax should be improved. Its relative im-
portance can be reduced by effective use of broad-based sales taxes and
State personal income taxes. Where there are local sales and personal
income taxes they should be supplements to State taxes.

Professional property tax assessment with regular peridoic reas-
sessment and the abolition of special property tax exemptions could
result in an increased yield of about $2 billion 1O in 1975.

If all States which have no sales tax or which have a relatively low
rate or narrow coverage were to adopt a broad-based sales tax with

'"At 1965 prtces.
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the 1965 average rate and coverage, the additional yield is estimated at
$2 billion 10 in 1975.

The possibilities for increases in State personal income tax yields
are considerable because many large industrial States do not use this
tax effectively. If all States with no personal income tax or with a
relatively low rate or narrow coverage were to adopt a personal income
tax with the 1965 average rate and coverage, the estimated additional
yield would be $6 billion* in 1975.

1975 RccciptS
Availablc for

1965 .Scope and General Expcndi.
Gencral Poptilation. Pricc Quality turcs, with
Expenditures X Factor X Factor "IX Factor Strenthilcncd

RcventlcStrulcturc

$74.5 billion X 1.15 X 1.15 x 1.33 S131 billion

In slm, all these measures could result in additional tax revenues of
$10 billion. Since total debt maintains a stable relationship to revenues
from own sources, then additional tax revenues would probably be
accompanied by an additional increase in debt of $2 billion over the
$6 billion projected with a fixed tax revenue structure. Thus receipts
available for State and local general expenditures would total $131
billion in fiscal 1975 (based on the assumptions in ch. 3).

As a result, about $32.5 billion'would be available for improvement
of scope and quality beyond the 1965 level, or about 33 percent, as
shown' in the following table. This expansion in State and local gen-
eral expenditure's over those required to meet the projected rise in
population and prices would exceed the 24-percent increase in the
1955-65 decade.

It is important to be clear about the significance of these calcula-
tions. They are not predictions of things to come or of revenue require-
ments necessary to meet future expenditures by State and local govern-
ments. They simply establish that taxing and spending choices of
State-local government officials are wider than is commonly supposed.
They suggest.that State and local governments can reduce the burden
of inequity and achieve a'better balance in their tax systems by taking
measures which -improve their ability to raise revenue from their own
sources.

State and local governments can in the aggregate speed the' rate of
improvement in the scope and quality of public services if they are
wifling to pay the price in higher taxes. But duie to population mobility
and to our increasingly interdependent society, the benefits of public
services of one State extend into other States. Thus they serve re-
gional and national interests, not merely their own. The National Gov-
ernment therefore has a responsibiltiy for assisting the States to at-
tain greater fiscal strength. Some ways this can be done are discussed
in the next chapter.

THE ROLE OF THE NATIONAL GOVERNMENT

Over the decade 1955 to 1965 State and local governments have been
able to finance a vast increase in public expenditures largely from their

*At 1965 prices.



REVENUE SHARING AND ITS ALTERNATIVES 1265

own resources. In looking ahead to 1975 we have found that, with the
expected increase in Federal grant-in-aid funds implicit in existing
legislation, they will be able to finance further increases in their ex-
penditures to meet future needs arising from population and price
changes, and to make significant improvements in scope and quality,
without an increase in their tax rates or broadening of their tax struc-
ture. Further we have seen that States and localities can finance an
acceleration in the recent rate of improvement in scope and quality of
public services if they take steps to improve the productivity and
equity of their revenue systems.

The National Government has a responsibility to help State and
local governments become stronger members of the Federal system.
National decisions on fiscal policy have a great impact on State and
local revenues and expenditures as well as on intergovernmental rela-
tions. We believe that the National Government should not only en-
courage and give financial aid to State and local governments to
provide public services required by the national interest which these
governments might be unable or unwilling to provide alone, but it
should help strengthen State and local government revenue structures
through its fiscal p)olicies.

In our view, the National Government can help most effectively
by establishing or supporting new regulations for State taxation of
interstate commerce; by setting up a regular review of Federal grant-
in-aid programs; and by sharing Federal income tax resources with
the States through a partial income tax credit for individuals.

NATIONAL RESPONSIBILITY FOR INTERSTATE COMMERCE

State taxing power needs not only to be strengthened but to be
restrained from reaching outside State boundaries at the expense of
other States. The National Government can play an important role
in correcting serious faults of State taxation of business that have
property or operations in two or more States. At the start of 1965,
38 States imposed corporate income taxes, 38 imposed general sales
taxesi eight imposed gros~ i'eceipts taxes, and 27 imposed taxes on
capital stocks. State taxation of business.occurs under different and
sometimes conflicting rules and regulations which hamper interstate
commercial activity. States tend to use tax formulas that will make
their share of revenue from such activity as big as possible; The
result frequently has been douible taxation and taxation by States in
which activity is mininial.

Although the diverse system of State taxation of interstate com-
merce produces widespread inequities,. taxation of business income
produced outside the jurisdiction continues to broaden and grow more
complex. Yet jurisdictional claims are unclear and guidelines for de-
termining the amount of tax due are often imprecise. In many cases
even the determination of whether or not liability exists is difficult,
if not impossible. The cumulative handicaps for businesses arising
from these many taxes are severe.

To remedy the defects of the present system, simple, clear, and
equitable jurisdictional regulations must be provided for State taxa-
tion of interstate business. Otherwise the increase in the number of
jurisdictions imposing each kind of tax will increase the confusion,
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inequity, and administrative difficulties already hampering interstate
commerce.

Either the States must enter into voluntary compacts or the Na-
tional Government should use its power and responsibilty under the
interstate commerce clause of the Constitution to reduce tax inter-
ference by the States upon the free flow of commerce across State
lines.

The Council of State Governments has recently proposed an inter-
state compact which deals with the jurisdictional aspects of State
taxation of multistate businesses and thiis has already been introduced
in eight State legislatures. But if most of the States do not voluntarily
enter into agreements of this kind the Congress should undertake
action.

A system of uniform regulations e.sfablis,71ing egiuftable and clear
ibaits of tax jurisdiction upon interstate businesses by individual
States should be enacted by Congress if not as.3sured by a. compact of
the States.

FEDERAL C ArEc.OTCAIL Gn.k(TS-T-N-AID

Federal categorical grants-in-aid are made to State or local govern-
ments under specific conditions and for specific programs to be carried
out at the State or local level usually with State or local financial
participation. These categorical grants are made to encourage public
services which involve the national interest, but which some State
and local governments cannot or will not undertake on their own
initiative at levels desirable by the National Government.

The recent expansion of Federal categorical grant-in-aid programs
reflects the growing role of the National Government in the fiscal
affairs of State and local governments. Expenditures for categorical
Federal grants-in-aid advanced from $7 billion in 1960 to nearly
$15 billion in fiscal 1967. The 89th Congress alone passed 21 new health
programs, 17 new education programs, 15 newv economic develop-
ment programs, 12 new programs for the cities, 17 new resource de-
velopment programs, and four new manpower training programs.
Between April 1964 and January 1966, the number of authorized
Federal aids expanded from 116 to 162 major programs and specific
authorizations rose from 239 to 399. Today categorical Federal grants-
in-aid affect nearly every State and local public service.

It is always difficult and sometimes impossible for States and locali-
ties where the proportion of poor persons is much above the average to
finance adequate public services without outside assistance. Although
the need for services in these areas is relatively great, the resources to
provide them may be relatively small. Furthermore, extensive public
programs for low-income groups may lead to an influx of poor per-
sons and an exodus of higher income groups, making it even more dif-
ficult for a community to take care of its own needs.

Increasing interdependence in our society has made poverty a prob-
lem of national concern. We believe that the allocation of Federal
categorical grants-in-aid should be increasingly based on need, as indi-
cated by the location of poor individuals and families and by the short-
age of resources from which to raise funds for minimum levels of pub-
lic services in "poor" State or local jurisdictions.

'I See app. IV.
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But we cannot ignore weaknesses in the present methods of provid-
ing Federal grants-in-aid Some programs have been adopted without
knowledge of their cost or scope. Others compete, overlap, and contain
complex and sometimes contradictory provisions. Personnel at all
levels of government are preoccupied with promoting their individual
programs. They often ignore the broader intergovernmental implica-
tions of these programs because their mandate does not require it.

Grants-in-aid are used to influence State and local expenditure de-
cisions in the national interest. But they are sometimes made without
sufficient consideration of State and local ]aws, government structures,
financial and administrative capabilities, and on-going programs.
They often tend to reduce the freedom of action of State and local of-
ficials in policy matters which need plural decisionmaking.

The N9Tational Government has tried to do a great deal in a relatively
short time through a rapid expansion of grant-in-aid programs. The
range of activities covered is now SO vast and the volume of pooled
local, State, and National tax funds so large that the Federal system
has been hard put to manage the grant-in-aid programs effectively
and efficiently.

Some efforts at better coordination among the levels of government
in administration of grants-in-aid have recently been made. Under the
Comprehensive Health Services Act of 1966, for example, the funds
for a number of health programs have been consolidated, giving lowver
levels of government greater flexibility in these programs. Such efforts
should be intensified.

But there has been no regular review of either individual programs
or the entire grant-in-aid system. We believe that good management
requires that the National Government review the entire system to
determine whether there is continued need for individual programs,
whether present patterns and formulas are justified, whether the de-
sired results are being attained efficiently, whether there are harmful
byproducts in such programs that should be eliminated, and whether
the programs promote healthy State and local governments.

The National Government through the Congress and the Bureau,
of the Budget should appraise the grant-in-aid system and establish
procedures for a regular review of individual grant-in-aid programs.

The goal of the reviewv should be to promiote efficient use of public
funds. to further beneficial participation by State and local govern-
ments, and increasingly to distribute funds according to the location
of poor persons and the shortage of resources in poor jurisdictions.

REDUCING FEDERAL PERSONAL TINCOME TAXES

A major longrun fiscal policy issue is how the National Government
can make the most profitable use of the rapid growth of Federal
income tax revenues. The normal growth of the economy currently
increases the annual yield of the existing Federal income tax system
bv about $7 billion, and this would rise to about $11 billion 12 by 197.
This increase in the annual yield of Federal income tax receipts is
greater than the increase in National Government expenditures for
domestic civilian services.

t At 19053 prices.

S0-491-67-vol. llI-l
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Because of the stepped-up military requirements for Vietnam, this
increase is far below the recent rate of increase in National Govern-
ment expenditures. But under normal peacetime conditions the na-
tional fiscal system generates such fast-growing revenues that the
objectives of rapid economic growth, high employment, and price
stability might be threatened by fiscal drag. Such conditions call for
some combination of Federal income tax reduction, debt reduction,
and increased spending for desirable public needs. We believe that the
national budget could also be used to support the revenue and expendi-
tu 'e. efforts of State and local governments.

There has been much discussion recently of the need for. and
possibility of, sharing income tax resources among all levels of govern-ment. This discussion has arisen partly because high Federal personal
income tax rates tend to make it difficult for State and local govern-
ments to obtain greater personal income tax revenues, even though
State and local government expenditures grow more rapidly than
national government civilian expenditures.

Evidence of this is suggested by the history of the State income
tax movement. Thirty-twvo States instituted broad-based personal in-come taxes between 1911 and 1937 when Federal personal income
taxation was nonexistent or low. But during the past 30 years of hifhli
Federal personal income taxation there was a new adoption by onlyone State. Seventeen States do not have broad-based personal income
taxes. Twenty-four States had broad-based personal income taxes withan effective rate of less than 2 percent of personal income in 1965. It
is probable that high Federal income tax rates have significantly
deterred State legislators from using this tax source effectively.

Yet the income tax is more responsive to economic growth than
other tax sources and the potential for State personal income taxation
is relatively untapped compared with other tax sources. A Federal
income tax reduction would reduce the restraints on State use of per-sonal inconne taxes. We believe the National Government should, when
the budgetary situation permits, reduce Federal personal income tax
rates.

ALTFRNATIVIES FOR STRENO(rTHENcN. SFTATE FINANCES
But we expect Federal personal income tax rates to remain rela-

tively high even after any likely reduction, and therefore the National
Government would continue to be a strong income tax competitor of
the States. From the point of view of lower levels of government, this
is most unfortunate because retail sales and property taxes, the major
sources available to them, have limited responsiveness to increases in
personal incomes associated with economic growth. Revenues from
personal income taxes, on the other hand, increase more than propor-
tionately with economic growth.

Two other factors make it unduly difficult for States to finance in-creases in the level of public services which their citizens deem worth-
while. Tax competition makes it difficult for one State (or other gov-ernmental jurisdiction) to maintain a tax level much greater than that
of a neighboring jurisdiction, for this could discourage business and
Dersons with higher incomes from locating or remaining in the rela-
tively high tax area. And a growing portion of the benefits of public
services produced by one tax jurisdiction accrues to individuals resid-
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or businesses operating, in other jurisdictions, with the result that
public services whose benefits exceed their costs are too often not
under taken.

These three factors-Federal competition for personal income tax
funds, tax competition among governmental jurisdictions, and the
spread of public service benefits beyond the taxing jurisdiction-not
only limit the ability of the States to finance increases in services which
their citizens deem worthwhile; they have created the conditions under
which the National Government has tried to bridge the gap through
categorical grants-in-aid. But, as wve have seen, there are weaknesses in
the present method of providing Federal grants-in-aid, and therefore,
if we are to strengthen fiscal federalism, other ways of assisting the
States should be found.

Two major plans have been advanced to deal with a potential Fed-
eral budget surplus and to overcome restraints on State finance. -One
is a plan for the National Government to provide general assistance
grants to the States. Essentially, this plan would transfer funds from
the National Government to the States primarily on the basis of popu-
lation with practically no restrictions as to their use. The other plan
would provide Federal income tax reduction in the form of a partial
tax credit-on top of the deductibility provisions in the present Fed-
eral income tax-allowing individual taxpayers to offset a portion of
their payments of State income taxes against their Federal income tax
liability.'8 Such a partial tax credit would make the payment of State
income taxes less burdensome. But Sta'tes would have to take positive
action to secure more revenue from this source; the tax credit would
be for individual taxpayers.

The amount of funds that would be made available to the States
under either plan would depend on the terms involved. In the case of

general assistant grants, the amount of funds transferred could be

about 1 to 2 percent of the Federal personal income tax base on one

proposal or about 3 to 5 percent of Federal personal income tax

receipts on another proposal. These would have totaled about $1.5 to

$5 billion in 1965. In the case of a partial tax credit, the degree of

encouragement of State personal income taxation, and the resulting

loss to the Federal Treasury, wvould depend on the size of the credit.
At the extreme, a 100-percent credit would permit a State to raise

income tax revenues entirely at the expense of the U.S. Treasury with

no direct burden accruing to that State's taxpayers. At the other

extreme, a credit of only 5 or 10 percent would have little effect. But

a credit somewhere between would help to reduce the limitations im-

posed upon the effective use of personal income taxation by the States.

It is estimated that a 25-percent credit would have reduced Federal
income tax receipts by about $2.5 billion in 1965 if all States taxed

personal incomes as heavily as Oregon, the State which taxed personal
incomes at the highest rate in 1965.

Both plans indicate a preference for personal income taxation over

other forms of taxation. Both could provide increased funds over time
because they relate to sources of revenue which would automatically
grow with economic growth. But they do this in different ways. The

general assistance plan makes use of Federal income tax revenues and

would be at the expense mainly of future Federal income tax reduc-

's For examples of how a partial tax credit could work, see app. V.
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tions. The partial tax credit plan would reduce future Federal income
tax revenues but encourage State income taxation. In the lon, run,
the general assistance plan would delay or greatly limit the potential
for future tax reductions. Therefore, the funiding of a general assist-
ance plan would not reduce Federal tax competition with the States.
The partial tax credit plan, on the other hand, would result in lower
Federal income tax payments.

A general assistance grant based on population would provide some
equalization of fiscal resources among the States because the residents
of hig~h-inicome States pay more Federal income taxes per capita than
those in low-income States. If this allocation by population is deemed
to make an insufficient allowance for the low fiscal capacity of poor
States, the general assistance plan could be modified to provide mole
per capita funds to poor States and less per capita funds to rich States.
A partial tax credit, on the other hand, would not bring about any re-
distribution of funds between poor and rich States. Other methods,
such as categorical grants, would be needed to achieve equalization.

In evaluating the equalization effect of the general assistance grant,
a number of considerations should be kept in mnind. First, if account is
taken of the contribution made by the citizens of poor States to Fed-
eral personal income tax receipts, the funds gained from the equalizing
effects of the various proposals for general assistance grants made to
date would generally be small, amounting to about 4 to 8 percent of the
outlays of State and local general expenditures in the poorest 17
States. Second, some of the major poverty areas and some of the most
explosive poverty problems exist in the large urban centers. Those cenl-
ters are in the relatively rich States which would lose fiscal resources in
any State redistribution, thereby reducing their own fiscal capacity to
deal with these problems. This effect raises a serious question of
whether the problems of poverty are best attacked by helping poor
persons or poor States. Third, the redistribution of income from rich-
er to poorer States may not result in the redistribution of income from
richer to poorer persons. The basically unconditional character of gen-
eral assistance grants provides no assurance that the funds would be
used by these poor States to help poor persons. We believe that the re-
sponsibility to bring adequate public services to poor persons, whether
in relatively poor States or not, can be most effectively met through
categorical grant-in-aid programs designed specifically to deal with
these problems.

Both the general assistance and the tax credit plans are designed
to strengthen the fiscal position of State governments, but they try to
do this in different ways. Since the general assistance plan would
transfer funds to the States basically without conditions, they may
be used to add to State expenditures or to reduce State and local taxes,
or some combination of the two. There is evidence that funds trans-
ferred from higher levels of government to lower levels which are
not restricted in usage and which do not require matching funds by
the lower level may substitute for revenue-raising efforts at the lower
level. Studies of State aid to local education confirm this tendency
on the part of local governments. Furthermore, a field study of rela-
tively poor States made for CED indicates that there are States
which can annd probably should increase their tax effort but which
might be deterred from doing so by a program of general assistance.
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Competition among grovernmenital jurisdictions, which also serves
to restrain State taxation, would remain unaffected by a general assist-
Otnce grant, adding to the likelihood that the general assistance funds
would merely substitute for State revenue efforts. But by reducing the
direct burden from State personal income taxation, a tax credit re-
dluces the differential tax costs of individuals living in relatively high
and relatively low-inicomiie tax States. Further. a reduction in the di-
rect cost of State taxation to the State income taxpayers would in
itself create incentive for greater State reliance on its own sources by
encouraging the use of the pe sonal income tax.

Since a general assistance plan would result in reduced tax respoll-
si)ility by the States, it would tend to reduce State efforts to improve
their own revenue systems and particularly, if more money is needed,
to promote a more equitable aicd responsive tax structure. To over-
comie this, advocates of general assistance grants have suggested a tax
effort formula designed to penalize those States which make below
average fiscal efforts or which cut their taxes in response to general
assistance funds. If a workable formula could be devised, it would
leaive little fiscal discretion to the States and would destroy one of tile
01) jects sought by the plan for general assistance grants.

Viiirestricted -eneral assistance funds from the National Govern-
mnent to State governiments would reduce pressures for desirable State
andI local reforms. They would permit the States to spend greater
amounts of funds without being accounltable for raising them. Aln
income tax credit, on the other halnd, would keep the responsibility
for raising taxes with State legislatures and cont inue to maintain the
accountal)ility of the State to the people from vhioni tax funds are
drawn. The partial tax credit plan would put funds in the States'
bafnds to be used as they see fit only to the extent that they use State
income taxation. It would reduce the substantial limiting effect of
hi-h Federal income taxes on State use of this first-rate revenue
source. States which already impose income taxes would have to raise
their rates to secure increased reveilue and they might be encouraged
to do so since this could be done wvithout substantiatly raising the total
taxes paid by their citizens.

However, there might be a problem for those 17 States without.
broad-based individual income taxes because they would benefit from
tile credit only if they iniposed aln income tax. They might regard a

art'ial credit limited to income taxes as Federal coercion. They might

want a partial credit to include sales and perhaps property taxes as
well.

There are a number of reasons for limiting a partial tax credit to
the payment of State personal income taxes only. As we have noted
above, the greatest restraint to State taxation is oIn the use of personal
income taxes. National tax policy discourages State income taxes be-
cause of high Federal income tax rates, but encourages State general
retail sales taxes because the National Government does not use this
tax source. As a result, national tax policy is not now neutral, and 42)
States have general retail sales taxes. If the credit were to include
sales taxes, we would perpetii~ite the present unileutral situation.
Limiting the credit to the personal income tax would tend to correct
the present imbalance.

There is another important disadvantage in allowing a partial credit
for sales and property taxes. All consumers pay sales taxes but mil-
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lions of people with low incomes pay no Federal income tax. As a
result, these people would have to pay a higher effective rate of sales
tax than others. A credit against property taxes would also be unfair
because millions of both renters and property taxpayers do not pay
Federal income taxes. Furthermore, those renters who pay Federal in-
come taxes would receive no credit for property taxes which they (to
not pay directly, although their rent payments reflect these costs.

Thus on grounds of equity, practicality, and because the purpose
of a credit would be to overcome restraints upon State taxation, we
believe that a credit should be limited as a partial offset to State per-
sonal income taxation. In order to give States with no personal income
taxes the opportunity of taking advantage of the credit, it could be-
come effective 2 or 3 years after enabling legislation is passed by
Congress. Once such legislation is passed, State legislatures might be
expected to look upon the State income tax with more favor if more
money is needed because it represents the last major untapped source
of revenue, has economic revenue growth potential, and enjoys impor-
tant advantages from the standpoint of tax equity.

Any evaluation of the two plans-the general assistance grant an(d
the partial tax credit-must consider the goals to be achieved. This
Committee believes it desirable to reduce Federal income taxes as soon
as budget conditions permit. It believes further that using part of the
Federal income tax cut to give partial credit for State income taxes
would reduce restraints upon the ability of the States to finance serv-
ices with an equitable tax structure and would permit the States to
be more effective partners within a dynamic Federal system.*

On balance, we believe the partial tax credit plan is the preferable
method to strengthen the fiscal resources and responsibility of State
governments and to secure a more equitable and responsible Federal
revenue system. Therefore:

When the budgetary situation permits a reduction in Federal taxes,
it should be accomplished in part by giving individual taxpayers a
partial credit against their Federal personal income tax liability for
their personal income payments to the States.**

MEMORANDUMS OF COMMENT, RESERVATION,
OR DISSENT

FRED J. BoRcH:
I approve this statement, but I believe that too little attention is

given to the fact that the States have worked very hard and diligently
on the problems they have faced and that many of the States should
be given gieat credit for the efforts they have made in the light of the
great many obstacles that are brought forth in the report.

C. WREDE PETERSMEYER. with which CHARLES KELLER, JR., has asked
to be associated:

I believe that each State should be free to decide which type of
taxation best suits its particular fiscal requirements. The proposal
herein made that would give individual taxpayers a partial credit
against their Federal personal income tax liability only for personal

*See memorandum by Air. Robert R. Nathan.
**See memorandum by Mr. C. Wrede Peterstneyer.
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income tax payments to the States would discriminate against taxpay-
ers in such States that, for their own reasons, now prefer and may con-
tinue to prefer types of revenue-producing taxes other than income
taxes.

It is one thing for CED to suggest that an income tax is a desirable
form of tax for States to consider, but a far different matter for CED
to insist oln this type of taxation by recommending that only State in-
come taxes qualify for Federal income tax credit. I suggest that the
credit be applied to any State-imposed taxes, whether they be income,
sales, or property.
GEOiGE RUSSELL. with which THOMAS Roy JONES and HOwAv Rn C.

PETERSEN have asked to be associated:
The recommendation that the benefits of a Federal income tax re-

duction be tied to a State income tax credit is unnecessarily restrictive.
Seventeen States, according to this statement, do not have broad-based
personal income taxes. The tax approach now being recommended,
with which I do not agree, would tend to coerce all States into impos-
ing an income tax (in lieu of other taxes) in order to qualify their resi-
dents for Federal income tax credits.

If Federal budgetary considerations support a reduction in Federal
income taxes, this action should be given a high priority. Such an ac-
tion would enlarge the tax base for all State and local governments
using tax measures most appropriate to their needs.
ROBERT B. SEIMPLE:

While I concur with most of the recommendations and approve of
this statement in general, I must dissent from the provision which ad-
vocates giving taxpayers a partial credit against their Federal income
tax liability for personal income tax payments to the States. I am not.
persuaded by the arguments in chapter 5 that either of the plans for
sharing the projected Federal income 'bounty" with the States are
equitable or desirable. The partial credit plan and the arguments used
to support it would seem to reflect undue Federal influence on the
States' tax prerogatives. A tax credit would create a gross inequity be-
tween taxpayers in those States with an income tax and those in States
which do not choose to enact one.

The individual State tax structures now in existence have come
about through a long and delicate process involving repeated adjust-
ments through the legislative process to arrive at a semblance of bal-
ance, recognizing the economic characteristics of each State. I aun not
convinced that the States cannot solve their own tax problems and
reject the idea that the Federal Government must take on even added
responsibility at the State level, even though it may be through an
income tax incentive plan rather than direct subsidy. I feel that the
present deductibility provisions in the present Federal income lax
law are good and sufficient reasons for the States that find a need
for additional revenue through the State income tax route to pass the
necessary legislation.

An additional credit of 2.5 percent would be an impractical if not
unacceptable proposal and I would advocate the most acceptable in-
centive would be reduction in the Federal income tax to the greatest
extent possible at the earliest opportunity.
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PHI LIP SPORN, with which J. WILsON _NEWMANV - has asked to be associ-
ated.

While I strongly endorse the need for strengthening State fiscal
responsibility, I question the desirability of giving individual tax-
pavers a partial credit against their personal Federal income tax
liability for income tax payments to the States for the following four
reasons:

1. I do not believe it will solve the problem of providing funds
to those States and for those purposes that have the greatest need.

2. It seems to me that such a program would lead to under-
mining the Federal income tax as a. major element in financing
the social-economic requirements of a modern society. Rather
than the beginning of a process of erosion of the Federal income
tax, we need a further simplification of the tax and a tightening
of existing areas of tax deductions.

3I. Sucl a credit would reduce the countercyclical potentialities
of the Federal income tax, since to the extent that such a credit
is provided, countercvclical changes in tax rates would be reduced
by the extent to which such credits are provided.

4. I believe that a straightforward reduction in Federal income
taxes to eliminate fiscal drag on the economy would itself reduce
public resistance to and thus make possible extending State and
local taxes to bring about increased fiscal responsibility on the
part of the States, and it would do this in a much simpler and
more straightforward manner without dancer of eroding or com-
plicating the Federal income tax and reducing its flexibility.

T'n.,foi)onE 0. YNTE31A. With which TJosElPIr L. l31,ocic and CILTArLES
KELLER, Jr. have asked to be associated:
I concur in most of the general observations in this paper, but I

disagree with its major policy recommendation.
This statement recommends action by the Federal Government

intended to coerce the States into adopting income taxation. I am not
opposed to State income taxes, but I ain opposed to such Federal coer-
cion. This statement does not establish the need or justification for
such coercion. States can now levy income taxes just as well as other
taxes. Since all such State taxes are deductible from income taxed at
the Federal level, there is no need to go further and establish a tax
credit available only to persons paying State income taxes. Unless
decisions on State taxes are to be taken over by the Federal Govern-
ment. the decisions on income taxes should not be forced on the indi-
vidual States.

ROBERT R. NATHAN:

It should be noted that included in this total of $126 billion is the
$26 billion of Federal grants-in-aid. This also should be taken into
consideration explicitly in later discussing the resources available for
improving the scope and quality of State and local government serv-
ices. Without this being noted explicitly there may be some com-
placency about the adequacy of internal State and local financing.

CHA\nRLES KELLER. Jr.:
Mfarket value should of course be related, amongst other things,

to inconie-prodlucing capabilities. Slumo properties being old and di-
lapi dated, generally receive low assessments, which in effect. subsidizes
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them and makes them more attractive from an investment return basis.
This is a situation which should be promptly reversed.
CHARLES KELLER, Jr.:

*While I agree with the statement, it does not go far enough.
Property tax exemption for new industrial facilities, now available in
many States, should also be abolished. Even where States reimburse
local governments for the taxes lost through all of the listed exemp-
tions, other evils and imbalances are created thereby, and in some
instances not all units of local government such as special districts are
included in such reimbursement.
CHARLEs KELLER, Jr.:

The matter of the assessment of personal and intangible property
is not discussed. The assessment of these classes of property is also
inequitable, and their taxing, including stocks of goods in inventory,
and machinery and equipment should be abolished.
ROBERT R. NATHAN:

Some prevailing exemptions from sales taxes may be producing
inequities, but broadening the coverage will increase inequities far
more than any conceivable elimination of present inequities. To the
extent that highly essential items important in low-income family ex-
penditures are taken from exempt categories and subjected to a gen-
eral sales tax, the adverse impact on poverty and on equity issues can
be serious.
ROBERT R. NATHAN:

The tax credit device for State income taxes, in principle, warrants
full support. But it is uncertain how effective it will be in stimulat-
ing States to rely more heavily on graduated income taxes if the
credit is as small as the examples presented in this report. The $700
million figure sited in appendix V is not likely to encourage mluchl
action among the States toward raising more revenues through in-
come taxes. For this reason I would favor both the general assistance
grants and the tax credit until such time as the States develop more
responsive and equitable fiscal systems which are adequate to their
needs, at which time general assistance grants may be reduced or
eliminated.

I strongly favor a credit against Federal income taxes for Stale
income taxes limited to a given dollar level of tax credit or as a given
percentage of the Federal personal income tax liability. Such a method
assures that the Federal Government will retain control over the size
of the loss in Federal revenue that can or will result from the tax
credit. The methods offered in appendix V will require the Congress
to give a degree of open-ended access to Federal revenues. The drop
in Federal revenues would be based on State legislation. Further, my
method will greatly strengthen the inducement to States to adopt at
least that level of taxation on incomes which will be allowed as a
credit against Federal income taxes. States can set higher levels as
they see fit. If we really believe that the States need more responsive
tax systems or else the Federal Government will have to assume more
and more financial and perhaps operating responsibilities for funnc-
tions that have traditionally been halled by States and localities,
then the proposed tax credit device should be one that will vield posi-
tive results.
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Appendix III : ESTIMATE OF RESPONSIVENESS OF
STATE-LOCAL TAX RECEIPTS TO ECONOMIC GROWTH

Many studies of the responsiveness of State and local taxes to eco-
nomic growth have been made in recent years. The calculations of
the CED staff have drawn from these materials. Table A shows the
range of estimates of responsiveness of individual taxes in 11 inde-
pendent studies as compiled by the Advisory Commission on Inter-
governmental Relations and published in Federal-State Coordination
of Personal Income Taxes, 1965. Some results of three of the most
recent and most thorough studies are also shown. These studies are:
Dick Netzer, State-Local Finance in the Next Decade, unpublished
paper prepared for the CED, 1965; Project '70. a study directed by
Selma Mushkin to project State-local finances in 1970 for the Depart-
ment of Labor and the Interagency Project on Economic Growth and
Employment Opportunities and to be reported by Selma J. Muslhkin
and Gabrielle C. Lupo, "Project '70: Projecting the State-Local Sec-
tor," in Review of Economics and Statistics. May 1967; and Tax
Foundation, Inc., Fiscal Outlook for State and Local Government to
1975, New York, 1966. The final column indicates the responsiveness
assumed by the CED staff, based on the studies noted.

The calculations leading to the estimate of 1975 tax revenues, which
are based on the assumed responsiveness of individual taxes, the as-
sumed real increase in national output of 48 percent between 1965 and
1975, and 1965 State and local tax revenues, are shown in table B.

Advisory
Tax Commis- Netzer Tax Project '70 CED

sion com- foundation
pilation I

Property ------------ --------------- 0.7-1. 1 1.0 0. 9 21.0 1.0
General sales and gross receipts - - .9-1. 05 1.0 1.1 1.0 1.0
Selective sales and gross receipts -- .5- 7 () 3 .7 .7 .7
Personal income - - - 1 5-1.8 1.75 1. 7 1 7 1. 7
Corporate ibcome. -- 1.1-1. 3 1.15 1.2 1.3 1.2
Other - - - .5- .6 (5) 3 .7 . 7

I Gross national product except for tax foundation study, which uses growth In personal income.
2 Assuming continuation of the lag in reassessment observable between 1956 and 1961. The growth of the

market value of property was projected as 1.2 times the growth in gross national product.
3 Comnuted by CED staff based on greater breakdown of individual taxes published by author and

weighted by 1965 revenues.
I Alcoholic beverage tax, including excess of revenue over expenditure of liquor.monopoly systems, 0.6;

tobacco products, 0.75; otlser selective sales and gross receipts, excluding motor fuel taxes, 1.4.
5 Death and gift taxes, 1.8; other, excluding motor vehicle and operators licenses, 1.1.

Percentage Increase
Tax 1965 revenue Responsive- growth in in 1975

ness revenue- revenue- revenue
1965-75 1 1965-75

Property.$ ----- $22. 583 1. 0 48 $10,840 $33,423
General sales and gross receipts - 7,981 1. 0 48 3,831 11,512
Selected sales and gross receipts 9 136 .7 34 3, 106 12,242
Personal income - 4 090 1. 7 82 3,354 7,444
Corporate income 1,929 1. 2 58 1,119 3,048
Other 5,21 .7 34 1,477 7,398

Total 51,243- 24,127 75,367

I Responsiveness ratio (elasticity) times projected 48 percent real increase in GNP.
NOTE.-Because of rounding, detail may not add up to totals.

This appendix is the product of the Research Staff of CED and does not necessarily
represent the views of the Research amsd Pollcy Committee.



FISCAL OUTLOOK FOR STATE AND LOCAL
GOVERNMENT TO 1975 *

BY TIlE TAX FOUNDATION

I. SUMMARY AND CONCLUSIONS

Under the impetus of developments in both government and the
private sector, State and local government spending has risen rapidly
in the postwar period. General expenditures in 1965, at $75 billion,
had more than quadrupled since 1948. The expanded outlays provided
more and better services to growing numbers of persons, in an economy
where incomes, living standards, costs, and prices were all moving
upward. Over two-thirds of the increase was spent for education, highl-
ways and streets, and health and welfare, but all major State and local
functions were substantially enlarged.

Confronting the financial challenge posed by these developments,
State and local units adopted new taxes, raised the rates of old taxes,
and put higher price tags on services sold. These efforts, along with
concurrent economic growth, raised annual revenues from State and
local sources to levels now $48 billion higher than in 1948. Simultane-
ously, the expansion of Federal grant programs added another $9 bil-
lion to annual general revenues. Thus it was that general revenues
grew apace with general expenditures. To pay for large capital invest-
mients, especially in school buildings and road construction-not all of
which are financed from current revenues-the States and localities
borrowed in amounts which increased their total outstanding debt from
$19 billion in 1948 to $100 billion at the end of fiscal 1965.

Can State and local governments continue to finance growing pro-
grams in the next decade without further extensive tax-raisiiig ineas-
ures? Will there by any abatement in the thrust of the basic forces
which have fashioned postwar trends? The findings in this study sug-
gest affirmative answers to both questions.

Under the conditions assumed, aggregate general revenues will grow
somewhat more rapidly than spending in the decade ahead, without
an increase in overall tax rates. A key factor in the projected surplus
and the improved fiscal outlook is the indicated slowing in the growth
rate of the automatic or built-in forces which have accelerated expend-
iture increases throughout the postwar years.

In recent years it has become almost commonplace to assume that
all State and local governments are in financial straits and will be
increasingly hard pressed to meet their future responsibilities on their
own. While some jurisdictions may be so afflicted, the conclusions of
this study suggest that they will be in the minority.

* Reprinted from: Fiscal Ountloozz for State and Local Government to 1975, Tax
Foundation, Inc., New York, 1966, chs. I, II, VII, VIII, IX, app. A and B.
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This conclusion results from a projection of the outlook for State
and local government finance under specificed assumptions, as pre-
sented below, and is thus not a prediction or forecast. Apart from the
underlying assumptions as to general economic and demographic con-
ditions, which are largely outside the control of State and local govern-
ments, the actual course of events will depend heavily on future policy
decisions at all levels of government.

EXPENDITURES

General expenditures are projected to rise from $75 billion in fiscal
1965 to $142 billion in 1975. This pattern represents continued high
growth, but at a relative pace more nearly consistent with that of the
first half of the 1960's than with the faster rate recorded in earlier
postwar years. For the next decade, the indicated rise is 89 percent,
in comparison with a 122-percent advance in the decade ending in 1965.

Many of the variables influencing the postwar expenditure upsurge
wvill continue to operate with approximately the same force as in the
past. Others wvill tend to accelerate spending, and some will act as decel-
erators. A major restraining element is the outlook for population
trends, influenced by the declining birth rate since the late 1950's. This
development wvill hold rates of growth in total population below those
of the 1950's, thus tending to reduce pressures on spending. More im-
portant, however, is the concomitant effect of the resulting population
age distribution on expenditure levels, notably in the areas of public
school education and public welfare.

Policy decisions, as distinct from automatic or built-in forces, have
the predominant role among factors tending to accelerate spending
rates for some functions, notably public welfare.

Some reallocation of funds among the major functions is foretold in
the projections. In particular, further growth in local school spending
will be tempered by a slackening in enrollments. The two largest func-
tions-education and highways-are expected to grow at an appreci-
ably less rapid pace, giving way to larger rates of increase in the re-
maining functions. The most dynamic growth areas for the decade
ahead appear to be public welfare, health and hospitals, and a variety
of functions grouped under miscellaneous general activities. As before,
education will remain the most costly function of State and local units,
and will continue to call for the largest dollar increases.

Projections of expenditures for major functions, with comparative
historical data, are shown in table I-2.

EDUCATION

Education is the dominant function of State and local governments
and is second only to national defense in all government spending.
Schools and colleges now enroll more than a quarter of the nation's
population. The vast majority-45 million-are in State and local in-
stitutions. These institutions made notable achievements in the postwar
period, and costs mounted rapidly. A relaxation in enrollment pres-
sures in the next decade is expected to exert a moderating influence on
future spending trends. Total State and local outlays for education are
projected at $52.9 billion in 1975, an increase of 83 percent in the next
10 years, in comparison with a 144-percent rise during the past decade.
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Relatively slow increases in enrollments in local schools are in pros-
pect between 1965 and 1970; thereafter a decline of some 1.2 million
students is anticipated by 1975. For the decade, enrollment gains will
average out at 162,000 per year, in contrast with the experience of the
1955-65 period, when additions averaged 1,187,000 a year. With per
pupil standards rising as in the first hl f of the 1960's, operating costs
per pupil would reach $852 by 1975, about three-quarters higher than
in 1965. Declining numbers, however would restrain growth in ex-
penlditures for both current and capital purposes. In total, local school
spending is projected at $37.1 billion in 1975, up 66 percent over the
decade, in contrast to a rate of growth almost twice that rapid (121
percent) in the decade ending in 1965.

Expenditures for institutions of higher education are projected to
grow more rapidly than for public schools, but also at rates below
those of the past decade. Outlays are projected at $14 billion by 1975,
or about 139 percent above 1965. Current expenditures per full-time
student are estimated to increase by about three-fifths in the next dec-
ade-from $1,593 in 1965 to $2,557 by 1975. While large increases in
numbers enrolled will continue, it is significant that the biggest pro-
portionate gain in college students (a 60-percent increase in a 5-year
period) was absorbed in the first half of the 1960's. Succeeding enroll-
ment gains for the next two 5-year intervals are estimated at 45 and 28
percent, respectively.

PUBLIC WELFARE

Public welfare is the third ranking category among State and local
government functions, but welfare spending in the postwar period has
proceeded at a slower pace than that for other major activities. Most
State and local welfare falls under the federally shared program of
public assistance, which has been in effect for over three decades. As-
sistance takes two forms: cash payments to the needy in support of
living allowances, and medical payments.

A significant increase in the velocity of public welfare spending is
envisioned in the projections. Total welfare outlays in 1975 are esti-
mated at $17.1 billion, or 170 percent more than in 1965, in comparison
with the previous decade's advance of 99 percent. The higher rates of
increase reflect the assumption of widespread response on the part of
the States to 1965 Federal legislation in the field of medical care for
the "medically indigent." Emphasis in the welfare field promises to
shift in three ways: (1) from financial aid for living support to pay-
ments for medical care; (2) from programs for the elderly to those
for younger persons; and (3) from aid to the very poor to assistance
to those with higher living standards. Projections in this study, as-
suming all States will implement the new Federal law, indicate that
medical costs under public assistance programs will rise by $7.5 bil-
lion from 1965 to 1975.

In the other major sector of public welfare-cash living allowances
to the needy-only moderate rates of increase are indicated. The slack-
ening reflects expected declines in the rate of growth of members of
the population under 18 years old, and those 65 years old and over.
These two groups receive more welfare aids than others, and in the
postwar peiiod have tended to increase more rapidly than other age
categories. Further downward biases in the outlook for State and loc al
welfare spending are due to the continued increase in the role of social
insurance programs in the care of elderly persons.
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HEALTH AND HOSPIlTALS

State and local governments own and operate 2,041 hospitals and ad-
minister a variety of public health programs. They have a predomi-
nant role in caring for patients with long-term illnesses, especially
mental diseases. The projections of future spending indicate that out-
lays will rise by 97 percent in the decade ahead, to a level of $10.6 bil-
lion in 1975. The rate is just slightly below that experienced from 1955
to 1965.

Since 1948 expenditures for State-local health and hospital services
have more than quadrupled. The growth in outlays due to productivity
or quality changes is difficult to separate from that due solely to rising
prices. Recent Federal legislation affecting the overall financing of
national health services will have an indirect influence on the State-
local health and hospitals sector; in particular, State-local hospitals
may become more self-sustaining. These new programs will serve to
reduce the role of State and local hospitals in the care of the sick poor,
and hospitals which serve primarily the poor may become obsolescent
in their present form. While the overall financial responsibility of
State and localities for hospital and health services may decline in re-
lation to the Nation's total health expenditures, their administrative
role in the broader field of health services, which includes medical
vendor payments under public welfare, seems likely to expand. Medi-
cal care costs and prices are expected to continue to mount rapidly.

HIGHWAYS

The management of the Nation's 3.6 million miles of highways and
streets rests largely in the hands of State and local governments. This
job ranks second to education in financial requirements. Federal high-
way policy has been a major guiding force in capital spending since
1956. But State and local units have a more extensive responsibility for
the 2.8 million miles of city streets and local roads which are outside
the federally aided systems. Land, construction, maintenance, and
other highway costs have risen rapidly as a result of both price infla-
tion and improvements in the quality of roads and streets. Such in-
creases are estimated to continue at a similar pace throughout the pro-
pection period. The volume of highway construction, however, is pro-
jected to drop somewhat following the completion of the presently
designated 41,000-mile Federal-State Interstate Highway System be-
fore 1975. Total highway outlays in 1975 are projected at $16.6 billion,
36 percent above 1965. Future Federal legislation will have an im-
portant bearing on actual highway outlays beyond 1972.

OTHMER FUNCTIONS

The remaining services provided by the States and localities cover
a wide range of activities. In total the costs of these heterogeneous
services are projected to rise to slightly over twice the 1965 cost, but at
a rate somewhat under that experienced in the previous decade.
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TABLE I-1.-State and local general expenditures, actual and projected, fiscal years
1955-75

Amount (billions) Percent change

Function Actual
_ _ Projected. 1955-65 11965-75

1975
1955 1965

Total, general expendituies -$3. 7 $75.0 $142.0 +122 +bo

Education -11.9 2)9.0 52.9 +144 +83
highways-6.5 12.2 16.6 +89 +36
Public welfare -3. 2 6.3 17.1 +99 +1.0
Health and hospitals -2.5 5. 4 10.6 +112 +97
All other -9. 7 22.1 44.8 +128 +103

Source: Table VII-2.

Table 1-2 sketches the indicated future pattern of per capita ex-
penditures for selected functions, in comparison with the 1955 and
1965 levels.

TABLE I-2.-Per capita expenditures for selected State and local functions, actual and
projected, fiscal years 1955-75

Amount (billions) Percent change

Function Actual
_ Projected, 1554-5 1965-75

1975
1955 1965

Total general expenditures-$205 $387 $655 +89 +69

Education-72 150 244 +108 +±6
11ighways -39 W3 76 +62 +21
Public wvelfare-20 33 79 +65 +139
Health and hospitals -15 28 49 +87 +75
Sanitation and sewerage -7 12 20 +71 +67
Police and fire.-12 20 33 +67 +65
Housing and urban renewal 3 6 12 +100 +100
General control-9 14 22 +.96 +57
Interest on debt -5 13 24 +160 +85
Other general -23 48 96 +109 +100

Source: Computed from data in tables VII-1 and VII-2.

COMPOSITION OF EXPENDITURES

The indicated slackening in overall expenditure growth stems
largely from expected lower rates of increase in capital outlays, prin-
cipally for education and highways. Capital outlays for general fulnc-
tions, $18.6 billion in 1965, are projected to rise by only 43 percent in
the next 10 years, as compared with a 95-percent increase in the previ-
ous decade. All other general expenditures are projected to rise at rates
slightly under those of the 1955-65 decade to a level in 1975 more than
twice that of 1965.

The overall projections also envisage some reduction in the rate of
growth in State and local government employment and payrolls.
Under the assumptions here, the number of full-time employees would
rise from 6.9 million in 1965 to 9 million by 1975. If average earnings
continue to grow as in the first half of the sixties, total payrolls would
reach $76 billion by 1975, almost double those of 1965. The increase
would compare with a 141-percent rise in the 1955-65 decade.
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REVENUE

In the postwar period the yields of all major revenue sources of
State and local governments have increased substantially, nmore than
matching expenditure gains. With the advent of new Federal grant-
in-aid programs and liberalization of other programs, revenues from
that source have exhibited the most resounding proportionate in-
creases. Federal aids more than tripled in the last decade and ac-
counted for almost one-fifth of the rise in all general revenues. State
and locally imposed taxes, however, made up the lion's share of the
increase.

Despite the record of extensive tax-raising measures throughout the
postwar period. the overall tax structure of State and local govern-
ments has been quite stable. One of the most surprising developments
was the resurgence of the property tax and its relative stability as a
source of funds, in sharp contrast to the declining role of the tax over
a long period of years up until the end of World War II.

The findings in this study indicate that general revenues in the next
decade will rise somewhat more rapidly than general spending, with-
out any increase in overall effective tax rates. Conservative estimates
of the automatic response of taxes to rising incomes point to a 75-
percent rise in yields from existing taxes in the decade ahead. Funds
from present Federal grant-in-aid programs are estimated to rise to
$30 billion by 1975. for a large but relatively lower rate of increase
than has characterized the past decade. It is estimated that rates
charged to users of specific State and local services will continue to
,row proportionately with expenditures for the associated functions.

General revenues from all sources are projected at $146.9 billion in
1975, an increase of 98 percent for the decade. Table 1-3 presents the
projections, by major sources, with historical comparisons.

TABLE I-3.-State and local general revenue, actual and projected, fiscal years 1955-75

Amount (billions) Percent change

Source 1- _Actual
_ __ ____________________ Projected 1955-65 1965-75

1975
1955 1965

Total, general revenue - $31.1 $74. 3 $146.9 +139 +98

Total from State and local
sources- : 27.9 63.3 116.9 +127 +85

Taxes - --------- 23.5 51.6 90.2 +120 +75
Current charges 3.0 8.4 18.8 +183 +124
Miscellaneous 1.5 -. 3.3 7.8 +124 +134

From Federal grants - 3.1 11.0 30.0 +252 +172

Source: Table VIII-13.

OVERALL FINANCES

General revenues are thus estimated to exceed general expenditures
by about $5 billion in 1975. When account is taken of the still broader
financial operations of State and local governments-for examiple,
borrowing and debt servicing-the overall financial position is further
strengthened. Table 1-4 presents relevant data.
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TABLE I-4.-Source and use of major State and local government funds,' actual and
projected, fiscal years 1966 and 1975

(In billions]

Actual, I Projected,
1965 1975

Source of funds:
General revenue -$74.3 $146.9
Profit on liquor stores _- .3 .3
New long-term borrowing -11.2 16.1
Other borrowing -1.1 1.0

Total funds available --------- ------ 86.9 164.2

Use of funds:
General expenditures -75.0 142.0
Long-term debt retirement -5.0 8.8
Employee retirement systems -1.8 3.0
Deficit on utility operations-1.0 .5
Additions to liquid assets -4.8 3.6

Total funds required-87. 5 157.9

Funds available less funds required-. +6.4

I Excludes transactions of social insurance systems. Utility and liquor store operations are entered on a
net basis.

2 Net increase in total debt outstanding minus difference between long-term debt Issued and retired.

Source: Table IX-li.

If State and local units continue to borrow about one-half the
amounts they spend for capital investment, as they have in recent
years, total debt for all functions would rise from $100 billion in 1965
to $169 billion by 1975, an average of about $7 billion a year. This
would represent a slackening in tXe relative growth rate in debt, as
well as a decline in the outstanding volume of net long-term debt in
relation to revenues from State and local sources (see table I-5).

TABLE I-5.-Total debt and net long-term debt of State and local governments, actual
and projected, fiscal years 1955-75 '

[Dollar amounts In billions]

Actual
Total _ Projected

1975
1955 1965

Total debt outstanding-$44.3 $99.5 $169.4
Net long-term debt 3-$38. 5 $85.9 $145.1

As a percent of-

State and local revenues from own sources ' 126 126 115
Personal income -12 16 16

Debt as of the end of fiscal years in comparison to revenue for fiscal years and personal income for calendar
years.

2 Total long-term debt less cash and securities held as debt offsets.
3 General revenue from own sources plus utility revenue, since net long-term debt Includes utility debt.

Source: Tables IX-7 and IX-9.

The projected surplus of available funds over those required sug-
gests that, if receipts and outlays on current accounts materialize as
indicated, State and local units ma not be required to resort to bor-
rowing from capital purposes to the same extent as in recent years,
and that the levels of debt projected here may be overstated. On the
other hand, the indicated levels of debt do not appear to exhaust the
potential recourse to new debt financing if needed.

80-491-67-vol. III i
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Indeed the outlook suggests that there will be room for greater dis-
cretion on the part of State and local officials in shaping taxation and
debt policies-the opportunity to choose among alternative means of
financing to perhaps a greater extent than ever before in the postwar
period.

ASSUMPTONS AND METHODS

The detailed assumptions underlying these projections of State and
local finance are spelled out in the study. In general they envisage rates
of economic growth and general prices similar to the experience of the
first half of the 1960's, and no worsening of international tensions in-
volving the United States. The projections are consistent with a rise
of about 4 percent annually in real gross national product and an an-
nual increase of 1.6 percent in general prices. Under the assumptions,
current dollar gross national product would amount to $1.2 trillion
by 1975, and per capita personal incomes would rise to $4,239, about
54 percent higher than in 1965.

The population projections assume that the birth rate will continue
downward until 1967 and thereafter will gradually rise throughout
the projection period. The estimates are based on the revised series C
of the Bureau of the Census. Total population, according to this series,
would rise by about 23.7 million during the next decade, from 194.6
million in 1965 to 218.3 million in 1975.

Expenditures are projected for the several functions by building
up estimates of caseloads, unit costs, and prices, under legislative pro-
grams already in effect-or in a few instances where it is noted-on
anticipatory legislative policy changes. It is a basic assumption that
standards per service unit will advance in the future at the real rate
of improvement experienced during the period 1960-65. Tax revenues
are projected on the basis of the present tax structure; and the in-
creases shown reflect gains accruing solely from expected future eco-
nomic growth. Nontax revenues and revenues from Federal grants are
based on projected expenditure levels for the several functions.

The implicit policy factors in these assumptions deserve emphasis.
Unlike most elements of the projections, they cannot be viewed as
fully automatic or built in.

On the expenditure side, the projected results would materialize
only if current operating expenditures for improvements in the scope
and quality of services-through both new and expanded programs-
are introduced at rates comparable to those of the first half of the
1960's. (Rates of growth for capital spending are projected at some-
what less than in this period.) From 1960 through 1965 per capita
operating expenditures, adjusted for the rise in consumer prices, rose
by just over 5 percent per year. The projections are based on similar
rates of improvement. Since the per capita growth rate associated
with local school spending will be reduced through smaller future
enrollment increases, the projections allow somewhat higher rates of
improvement in nonschool functions than those of the early 1960's.1

2 The concept of improvement is difficult to measure, because no satisfactory index of
productivity of government outlays is available. It has been estimated that the quality
nud scope of State and local government services were Improved at a rate close to 2 percent
per year in the past decade; that is, about one-fifth of the total expenditure growth repre-
sented improvements, as distinct from sums added because of growing population, case-
loads, prices, and costs. Selma J. Mushkin and Gabrielle C. Lupo, "Project '70, Projecting
the State-Local Sector," advance manuscript to be published In Review of Economics and
Statistics.
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Whether these limits on spending can actually take effect is another
question. The very appearance of financial surpluses may provide an
irresistible temptation to spend the additional funds, rather than to
reduce taxes or retire debt.

The key policy factors involved in the revenue projections are:
(1) tax rates within separate jurisdictions and States will be flexible,
rising or falling in accordance with projected spending; thus school
district tax rates might decline, while municipal, county, or State tax
rates would rise simultaneously, depending upon intergovernmental
financing arrangements; (2) taxing officials will act to keep the legal
base of property taxes-assessed valuation-adjusted proportionately
to rising market values, as well as the schedule of user charges and
fees rising at rates commensurate with those of the first half of the
1960's; and (3) there will be some further implementation of Federal
grant-in-aid programs enacted through 1966, and grants for programs
now in effect will by 1975 finance $30 billion of the projected direct
State and local government outlays.

The year-by-year record of tax-raising legislation in the States over
the past two decades does not suggest that an abrupt end to tax rate
increases will occur. Thus higher tax revenues than those projected
here under 1965 tax structures seem very likely to materialize.2 Po-
tential tax revenues, as opposed to yields under constant 1965 rates,
could rise by an additional $8 billion a year by 1975 through the
adoption of general sales and income taxes in the States not employ-
ing them in 1965. Further, the raising of effective tax rates to the
highest levels (in relation to personal income) prevailing in any State
in 1965 could bring in annual increases totaling more than $25 billion
by 1975. There are, moreover, reasons to believe that Federal grantsin the next decade will ex~pand more rapidly than the rates projected
here. Additional fiscal strength could no doubt result from improve-
ments in State and local government organization and procedures; but
no attempt has been made here to estimate the amount of such potential
savings.

The actual course of economic events-as compared to the assump-
tions-will also have important bearing on the future of State and
local government finance. Projected tax revenues, for instance, would
be reduced by between $3 and $4 billion by a reduction of one-half of
1 percent in the assumed annual growth in personal income. Further,
if prices rise by one percentage point per year more than assumed in
this study, general expenditures would increase by an additional $15
billion a year by 1975,3 but tax collections would rise by only $10 billion
more. On the other hand, higher rates of economic growth and slower
increases in prices and costs than those assumed here would further
strengthen the financial position of State and local governments.

It should be reemphasized that the projections set forth in the
study are in no sense predictions or a statement of future "needs,"
based on value judgments, and the assumptions do not constitute
recommendations. The projections are rather a true statement of the

^In fact, the projections do not Include a billion dollars or more which would result by1975 from new taxes and higher rates already Imposed in some localities since 1965.
3Moreover, If the rate of growth in. prices experienced since the beginning of i966

(3 percent annually) were to be substituted for the rise assumed here, general expendi.
tures by 1975 would be $20 billion higher than projected.
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levels of State and local government activity which would prevail
in 1970 and 1975 if the assumptions prove accurate.

As is the case in any aggregative study involving national totals,
the conclusions do not apply with equal validity to all States or to all
of the more than 80,000 local taxing jurisdictions in the Nation.

II. BACKGROUND

The aim of this study is to set forth projections of the level of
State and local government activity which will prevail in 1970 and
1975 under a specified set of assumptions. This is a very different sort
of task from making predictions or from setting forth the amounts
needed on the basis of some set of value judgments. It is thus a truism
that if the underlying assumptions of this study materialize, the pro-
jections themselves will be completely accurate. If the results are to
be meaningful, it becomes of great importance to employ assumptions
which are as realistic as possible, based on present knowledge.

Further, the study is not designed to recommend improvements in
government affairs-taxation, expenditure procedures, or administra-
tion-which could solve problems which may develop or which could
lead to levels of operation conforming to the preferences of individual
observers and their varying philosophical notions with respect to the
role of government in a society.

It should also be made explicit that the emphasis is on overall na-
tional levels of activity, not individual government units. Since all
of the component parts will not function precisely as the whole, the
conclusions will not apply with equal validity to all areas.

This background section describes the approach and general method-
ology, the underlying assumptions, and the content and organiza-
tion of the entire study.

The size of the State and local government sector of the economy by
1965 had reached a magnitude which even a decade earlier some ob-
servers had considered improbably high. At around $75 billion in fiscal
1965, general revenues and expenditures were more than four times
their 1948 levels, having grown by an annual rate of about 9 percent
over the 17-year period (table 11-1). Expansion in the scale of opera-
tions prevailed throughout every major category of expenditures and
every major revenue source.

Some of this growth was induced by circumstances largely outside
the control of State and local units. Table IT-2 illustrates some of the
underlying demographic and economic forces. Included were: (1) an
expansion of one-third in total population, accompanied by far greater
rates of increase in subcomponents of the total for whom government
costs tend to be high-young people of school age, elderly persons seek-
ing public aid, and urban dwellers: (2) a more than doubling of ve-
hicular traffic on the streets and highways, as measured by motor ve-
hicle registrations: (3) construction costs rising by more than two-
thirds; (4) consumer prices increasing almost one-third; (5) average
salaries in the private sector doubling, as State-local rates of pay rose
even more rapidly; and (6) rapidly rising income, tending to raise
standards sought for government, as well as private, services. Added to
those more or less external or environmental forces were numerous
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policy decisions by public officials, creating new programs or raising
the quality of services rendered under old programs.'

TABLE II-1.-Selected measures of change in State and local government finance,
fiscal year 1948 to 1966

Amount (millions) Percentage change,
1948 to 1965

Series

1948 1965 Total Annual
average L

General expenditures, total -$ 17, 684 $74, 954 +324 +8.9
Education -5,379 28,971 +438 +10.4
Highways-3,036 12,221 +303 +8.5
Public welfare -2, 099 6,315 +201 +6.7
Health and hospitals -1,229 5,362 +336 +9.
Police and fire -------------------- 1,050 3,655 +267 +6.0
Sewerage and sanitation -670 2,360 +252 +7.7
Natural resources -496 1,730 +249 +7.6
Housing and urban renewal -176 1,250 +610 +12.2
General control and financial administration 880 2,773 +215 +7.0
Interest on general debt -399 2,490 +524 +11.4
All other -2,270 7,627 +236 +7.4

General revenues, total -17,250 74.341 +331 +9.0
From own sources, total -15,389 63,312 +311 +8.7

Taxes -13, 342 51,578 +287 +8.3
Other general revenue -2,047 11,735 +473 +10. 8

From Federal grants -1,861 11,029 +493 +11.0
Gross debt outstanding -18,656 99,512 +433 +10.3

I Initial to terminal year, compound interest formula.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by Tax
Foundation.

Few sources of available receipts were left untapped in supporting
the extended financial requirements generated by such circumstances.
While the existing revenue structure automatically produced addi-
tional funds as the economy expanded, the amounts so produced were
not as large as the growth in spending, and other sources of funds
were sought. New taxes were adopted, rates of existing taxes were
repeatedly increased, and higher user charges and fees were put into
effect. Thus from their own sources, State and local units provided
$48 billion, 84 percent, of the $57 billion rise in the annual level of
spending that took place between fiscal 1948 and 1965 (see table II-1).
During the same interval, Federal grant-in-aid programs for State
and local governments were enlarged substantially. As a result, Fed-
eral aid funds increased by $9 billion, making up the remaining 16
percent of the total addition to general revenue. Moreover, to pay for
large capital outlays, not all of which are financed from general reve-
nues, State and local units continued to borrow in amounts which
added about 10 percent a year to their outstanding indebtedness. Their
gross-debt at the end of fiscal 1965 approached the $100 billion level,
over five times its size in 1948.

1 Such policy changes do not lend themselves readily to summarization, but examples
will be brought out in the sections of the text dealing with expenditures for specific
functions.
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TABLE II-2.-Selected measures of demtographic and economic change affecting State
and local finance

Percentage change, 1948
to 1965

Measure

Total Annual
average I

Total population -+33 +1.7
Elementary and secondary school age -+69 +3.2
Age 65 and over - +57 +2.7
Urban population 2 -+54 +2.6

Motor vehicle registrations 2 -+118 +4. 7
Construction costs -+68 +3.1
Consumer prices --------- --------------- +31 +1.6
Average annual salary per state-local employee -+121 +4.8
Average annual salary per employee in private industry -+104 +4.3
Personal income - -------------------------------------------- +155 +5. 7

' Initial to terminal year, compound interest formula.
2 Partly estimated.
' American Appraisal Co. index, average of 30 cities.

Source: Computed from data published by the U.S. Department of Commerce, Bureau of the Census
Office of Business Economics, and Bureau of Public Roads; and the U.S. Department of Labor, Bureau of
Labor Statistics.

Still further perspective on the size and growth of the State-local
sector can be gained through comparisons of the rates of growth in
purchases of goods and service by the major sectors of the economy
(table II-3). Between 1948 and 1965 State and local government
purchases expanded more rapidly than those of any other major sector
of the economy, except national defense. 2 The 9.4-percent annual rise
in State-local government purchases may be compared with growth
of 5.9 percent in gross national product, 5.5 percent in personal con-
sumption expenditures, 5.1 percent in net business investment, and
8.6 percent in total Federal spending-but 6.4 percent in Federal non-
defense expenditures.

What is the outlook for the State and local sector in the future?

TABLE II-3.-Annual rates of change in purchases of goods and services by major
sectors, calendar year, 1948-65

percentage
Sector increase 1

All sectors 2 - 5. 9
Personal consumption expenditures ----- 5. 5
Gross private domestic investment -5.1
Net exports-. 5
Government purchases, total -8. 9

Federal - ---------------------------------------------- 8.6
National defense ------------- 9.5
All other -6. 4

State and local-9.4
1 Initial to terminal year; compound interest formula.
2 Equivalent to gross national product.

Source: Computed from data of the U.S. Department of Commerce, Office of Business Economics.

APPROACH

Taxing and spending decisions in State and local governments
are intimately related, and are often made simultaneously. Property
tax rates, for example, are typically set by local officials at the same

I The 9.5-percent annual Increase In national defense outlays was only slightly in excess
of the growth rate for State and local general spending.
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time the expenditure budget is approved. Obviously some expendi-
ture decisions lead to the necessity for subsequent tax increases if
programs authorized are to be continued. Conversely, taxing decisions
may influence the course of expenditures. Although the relationships
are intertwined, the link between decisions to tax and to spend is
dimmed somewhat by the availability of other revenues-notably inter-
governmental payments and user charges and fees-and borrowed
funds. Even so, the affinity between expenditures and available re-
ceipts from all sources is unmistakable.

the task of protecting State and local finances thus poses a dilemma
at the outset. Is one to project the amount of tax and other funds
which might be available, as limiting value for future expenditures,
and then divide up the proceeds among competing functions? Or is
one to project expenditure levels without regard to the manner in
which they are to be financed?

A pragmatic solution is applied in this study. Tax revenues are
projected on the basis of the present tax structure, assuming no new
taxes and no increase in rates of existing taxes. Under this assumption,
tax levels will be determined solely by future levels of real growth
in the economy and in prices. Expenditures are projected, for each
major function separately, without regard to the means of financing,
by building up estimates of caseloads, unit costs, and prices, based
on legislation already in effect-or in the few instances where it is
so noted-on anticipatory legislative changes. Revenues from user
charges and fees and from Federal grants are estimated on the basis
of projected expenditure levels for the several functions.

Finally, the outlook for debt financing is considered to be a function
of projected levels of capital expenditures. Estimates are then made
for future borrowing levels, to round out the picture for total receipts.
On the expenditure side, the projected levels of general expenditures
are adjusted upward for additional financial requirements, such as
increases in liquid assets commensurate with growth in debt and scale
of operations.

UNDERLYING ASSUMPTIONS

In large measure the financial outlook for State and local govern-
ments will be responsive to the same set of circumstances and events
which will influence the course of development of the general economy
and the individual business concern. These determinants run the gamut
of the natural, social, economic, and political elements-domestic and
international. The fundamental assumption behind the projections of
this study is that there will be no revolutionary changes in any of these
forces by 1975 and that the pattern existing then will be more similar to
that of the first half of the 1960's than to any other period in history.

In particular, the state of U.S. involvement in any international mifi-
tary conflicts is held constant at the 1965 level. Although no serious
depression is assumed, the projections are consistent with alternating
cyclical changes such as those which have characterized the postwar
period.

GENERAL ECONOMY

The major economic assumptions underlying the projections are
presented in table II-4, with comparative data for the postwar period.
(The implicit annual rates of gain are shown in appendix table A-1.)
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Under the assumptions, current dollar gross national product would
rise to $902 billion by 1970 and to $1,178 billion by 1975, approximately
4 percent per year in real terms, with an assumed increment of 1.6
percent per year as a result of rising prices. The level of output results
from the assumption that, with a slight increase in the labor force
participation rate, the number seeking jobs in 1975 will increase by
about 15.4 million in the decade ahead, that longrun reductions in the
work week will continue at past rates, and that productivity (output
per man-hour in constant dollars) will grow at 2.6 percent per year,
compared with 1960-65 rates of 3.2 percent.3 If these assumptions
materialize, per capita personal income would increase from $2,750
in 1965 to $4,239 by 1975, about 54 percent.

TABLE II-4.-Actual and projected levels of population and economic activity,
selected years, 1948-76

Series Unit Actual Projected

1948 19060 1965 1970 1975

Total population as of JulyI - Million 146.6 180.7 194.6 205.5 218 T
Pogulation age 14 and over ---- do 108. 6 127.3 138.3 150. 1 162.9'
Labor force participation rate - Percent - 57.9 57. 4 56. 7 57. 5 57.8
Labor force, annual average-Million - 62.9 73. 1 78. 4 86.3 94. 1

Armed forces -do 1.4 2.5 2.7 2.7 2.7
Civilian employment -do 59. 1 66. 6 72.2 79. 7 87.?
Unemployment -- do 2.3 3.9 3. 5 3.9 4.2
Unemployment rate - --- Percent 3.8 5 6 4. 5 4. 5 4. 5

Average weekly hours- Number 41.3 38.9 38.4 37.5 36.7
Productivity - ---------------- Dollar 2.724 3.875 4.549 5.170 5.868
Gross national product (in 1965 dollars) Billion 358.8 541. 1 681.2 830.6 1,006.8
Gross national product price deflator 71.8 93.2 100 0 108 6 117.0

(1965=100).
Gross national product (in current dol Billion -- 257. 6 503.8 681.2 902.0 1,178.0

lars).
Personal income (in current dollars) - do 210.2 401.0 535.1 708.5 925.a
Personal income per capita (in current Dollar 1,433 2,219 2, 750 3, 448 4,239

dollars).

' Gross national income per man-hour, in 1965 dollars.

Source: Basic data from U.S. Department of Commerce and U.S. Department of Labor.

POPULATION

The numbers of persons State and local units are to serve will exert
a significant influence on the general scale of government operations.
Further, the age distribution has specific implications for some par-
ticular functional categories, such as education and welfare.

A factor of some consequence in the outlook for government services
is the recent downward revision in the estimates of future population
growth. The revised projections of the Bureau of the Census point to
a population ranging from 214.1 to 227.5 million persons by 1975, as
compared with the 1964 projections which ranged from 218.9 to 230.4
million for 1975. Among the four alternative series, reflecting differ-
ing levels of fertility, the new series C is used in this study, since it
appears to conform closely to recent trends in the birth rate. This
series assumes a continuation of the decline in birth rates (which
began in 1957) until January 1, 1967, and thereafter a gradual increase

aThis reduction in productivity is assumed on two bases: (1) the 1960-65 record was
achieved through the fuller utilization of existing capacity, whereas the economy in 1965
was approaching a capacity level of operation; and (a) as more young people, born in
the postwar period, enter the labor force relative to the experienced work force, the rate
of growth In output per man-hour can be expected to diminish somewhat.
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to 1975, back to a level approximately equal to that prevailing in
1965. The actual number of births would increase from 3.9 million
a year in 1965 to 4.5 million a year by 1975. Total population, under
projection C, will rise by about 23.7 million during the next decade,
from 194.6 million in 1965 to 218.3 million in 1975.

When compared to the Census Bureau's earlier projections for 1975
the revised figures anticipate far greater reductions than appeared
likely just 2 years ago. Table II-5 shows the projections in total and
for selected age groups under the new series C in comparison with
actual experience in the past decade and with earlier projections under
the old series B, which have heretofore been the most widely accepted
among the alternative estimates of future population. These projec-
tions disclose reductions in both the relative and absolute growth of
total population, the school age population, and those 65 or older in the
next decade, as compared to the 1955-65 period, but somewhat faster
growth in the numbers of college age.

TABLE II-5.-Population of selected age groups, actual and projected, 1955-75'

Elementary
Total and college

Year and series population secondary age' 65 and over Under 18
school
age 2

Number in thousands

Actual:
1955 -19-,-31 37,173 14,96--145 27 55, 730
1965 -194 583 50,006 20 186 18 156 70,440

Projected,, 19751:
New" series C ------- 218,283 51,666 27,537 21,160 72,321
Old series B -225,870 55, 312 27,178 21,171 80,504

Numerical change, selected Intervals (thousands)

1955-65-
1965-75:

New series C-
Old series B-

+28,652 +12,833 +5,218 +3,629 +14,701

+23,680 +1, 660 +7,351 +3 004 +1,881
+31,287 +5,306 +6,992 +3,015 +10,064

Percentage change, selected Intervals

1955-65 - +17.3 +34.5 +34.9 +25. 0 +26.8
1005-75: I

New series C -+12.2 +3. 3 +36.4 +16. 5 +2. 7
Old series B -+16.1 +10. 6 +34. 6 +16. 6 +14.3

1
As of July 1. Except for total, and population aged 65 and over, numbers by age groups are estimated.

2 Age 5-17.
3 Age 18-24.

Source: U.S. Department of Commerce, Bureau of the Census, supplemented by Tax Foundation
estimates.

Trends in other attributes of the population-mobility, urbaniza-
tion, density, income and ethnic distribution, etc.-are assumed to con-
tinue to change at rates experienced over the past decade.

OTHER CONSIDERATIONS

The use of alternative assumptions as to the changes in population,
prices, costs, general economic growtl, and other factors would lead
to an agglomneration of different projections more likely to confuse
than to enlighten. For that reason, little use is made in this study of



REVENUE SHARING AND ITS ALTERNATIVES

the low-medium-high technique of presenting projections. Care has
been taken throughout, however, to make the assumptions sufficiently
explicit and detailed so that the observer who wishes to build his own
set of projections can do so by plugging in alternatives for specific
factors.

CONTENT AND ORGANIZATION

Throughout the study, principal emphasis is on general revenues
and general expenditures.' Section I of the study contains the sum-
mary of all sections, together with concluding observations. Sections
III through VI deal almost exclusively with expenditures for major
functional groupings. In particular, separate attention is devoted to
education, welfare, health and hospitals, and highways, with a sum-
mary treatment of the remaining functions. In section VII expendi-
ture projections are assembled for all functions, and some consistency
checks are developed for employment, wages and capital outlays. Per
capita expenditures for major functions, actual and projected, are
compared with the 1948-61 computed trend. Section VIII reviews
past trends in revenue and examines the outlook for future funds from

tate and local sources and from Federal aid. Finally, section IX pre-
sents projections of other financial magnitudes not included in general
revenues and expenditures, and the outlook for debt financing, and
discusses the potential adequacy of funds available in the light of
projected expenditure levels.

In treating each major subject, an attempt is made to define the con-
cept of activity under consideration, to analyze historical trends with
a view to indentifying the underlying causal factors and gaining
better perspective on future trends, and to present the assumptions
behind the projections, along with the projections themselves. An
attempt is made to strike a balance as between the inclusion of highly
aggregative and overly detailed material. Background material of
limited interest to the general reader, and detailed assumptions uti-
lized in the study are contained in appendix A. Projections developed
in other studies are summarized in appendix B.

VII. SUMMARY OF EXPENDITURE PROJECTIONS AND
RELATED CONSIDERATIONS

Sections III through VI have given emphasis to education, public
welfare, health and hospitals, and highways among all the functions
of State and local governments. This preeminence reflects dual con-
siderations-the absolute magnitude of expenditures for those func-
tions and the presence of some elements which, in the future, will
modify past trend patterns. In total, the four largest categories ac-
count for about 70 percent of general spending.

It is the aim of this section to bring together expenditure projections
for all general categories of State and local services and to scrutinize
them in relation to past expenditure trends, population, and other
measures. To round out the totals for all general functions, projections
for the remaining functions are first presented.

' The "general" classiications excludes finances of insurance trust systems, utilities
(water, gas, and transit), and liquor store operations. For the most part these operations
are self-inancing and do not draw heavily upon general revenues. Attention is given In
sec. IX to the portions of these operations which require partial support from general
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MIsCELLANEOuS GENERAL ExPENDITuREs

Other services provided by the States and localities cover a wide
range of somewhat heterogeneous activities. A thorough examination
of the factors behind the fluctuations in each category has not been
undertaken. The underlying forces, however, are not dissimilar to
those already reviewed under the major functional groupings. Since
1960 expenditures for these activities have grown at the annual rate of
7.7 percent per year, as compared to 9.5 percent annually in the pre-
ceding 5-year period. They have risen from 3.8 percent of personal
income in 1960 to 4.2 percent in 1965.

Estimates for the six separable classifications of these miscellaneous
functions, and for the combination of all other functions, appear in
table VII-1. Sizable growth is depicted in all categories in the decade
ending in 1975, ranging from 72 percent for general control and finan-
cial a-dministration to 121 percent for the diversity of activities com-
prising the large category of remaining services ("all other"). This
latter classification includes local parks and recreation, natural re-
sources, airports, water transport and terminals, parking facilities,
correction, libraries, employment security administration, and general
public buildings. Ranking next to this "all other" category in growth
rate are interest on general debt and expenditures for housing and
urban renewal, both projected at more than twice their 1965 level.
Outlays for police and fire protection, the largest of the segregable
categories in the miscellaneous group, would rise by 84 percent. A
similar advance is projected for the sanitation and sewerage function.
In all of these miscellaneous categories, the 1965-75 decade growth
is shown to be less than that of the previous decade, but the rate is
close to the actual experience in the first half of the 1960's.

1293



1294 REVENUE SHARING AND ITS ALTERNATIVES

PER CAPITA GENERAL EXPENDITURES FOR
Actual and Projected,
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TABLE VII-1.-Detail of State and local general expenditures for miscellaneous
functions L--Actual and projected, selected fiscal years, 1960-76

Function

Fiscal year
Police and General Interest Sanitation Housing

fire control 2 On general and and urban AU other a
debt sewerage renewal

Amount (miflions)

Actual:
1950 -$1,264 $1,041 $418 $834 $452 $3,070
1955 -1,923 1,452 838 1,142 499 3,819
1960- 2,850 2,113 1,670 1,727 858 6,313
1965 - ------------ 3,85 2,773 2,490 2,360 1,250 9,358

Projected:
1970- 6274 3,667 3,685 3,254 1,824 14,221
1975 -7,072 4,767 8,304 4,398 2,886 20,706

Percentage change, selected intervals

1950-55- +62.1 +39.5 +83.0 +36.9 +10.4 +24.4
1955-60 -+48.2 +45.5 +99.3 +51.2 +71.9 +65.3
1960-65------------- +38.3 +31.2 +49.1 ±36.7 +45.7 +48.2
1965-70 :--::::::::: +36.8 +32.2 +48.1 +37.9 +45.9 +52.0
1970-75 -+34.1 +30.0 +43.8 +35.2 +41.8 +45.6
1955-65 -+100.5 +91.0 +197.1 +106.7 +150.5 +145.0
1965-75 -+83.5 +71.9 +113.0 +86.4 +106.9 +121.3

Annual rates of change, selected intervals

1950--- +8.8 +6.9 +12.8 +6.5 +2.0 +4.5
1955-60------------- +8.2 +7.8 +14.8 +8.6 +11.4 +10.6
1960-65 -: +6.2 +5.6 +8.3 +6.5 +7.8 +8.2
1965-70------------- +6.5 +5.7 +8.2 +6.6 +7.9 +8.7
1970-75------------- +6.1 +5.4 +7.5 +6.2 +7.2 +7.8S
1955-65----------------------- +7.2 +6.6 +11.5 +7.5 +9.6 +9.4
1965-75 -+6.3 +5.6 +7.7 +6.4 +7.5 +8.3

. Totals appear in last column of table VII-2.
2 Includes financial administration.
3 Excludes education, highways, public welfare, and health and hospitals.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations and
projections by Tax Foundation.

EXPENDITURES FOR ALL GENERAL FUNCTIONS

The overall outlook for expenditures emerges in table VII-2, which
summarizes the projections by major functions, with comparative his-
torical trends. Under the assumptions underlying this study, State
and local general expenditures would rise from $75 billion in fiscal
1965 to $142 billion in 1975. The broad pattern sketched by the projec-
tions is that of continued high growth in State and local government
outlays, but at a relative pace more nearly consistent with that of the
first half of the 1960's than with the faster rate recorded in earlier
postwar years. For the 1965-75 decade, the indicated rise is 89 percent:
in the previous decade, spending increased 123 percent. In dollars

nd cents, however, the projected increment for the next decade far
overshadows the advance in the previous 10 years. The estimated
1975 outlays are $67 billion above 1965, in comparison with the $41
billion rise from 1955 to 1965.
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TABLE VII-2.-Summary of State and local general expenditures by major function-
Actual and projected, selected fiscal years, 1950-76

Major function

Fiscal year Total
general Public Health All

Education Highways welfare and other I
hospitals

Amount (millions)

Actual:
1950 - $22, 787 $7,177 $3, 803 $2, 940 $1,748 $7, 119
1955 -33,724 11,907 6,452 3,168 2,524 9,673
1960 ------------------- 51,876 18,719 9,428 4,404 3,794 * 15,531
1965 - 74, 94 28,971 12,221 6,315 8,361. 22,086

Projected:
1970-- - -- 105,882 41,499 14,069 10,861 7,525 .31,928
1976 - 141,984 52,944 16,567 17,070 10,570 44, 833

Percentage change, selected intervals

1950-55 - ------------ +48.0 +65.9 +69. 7 +7.8 +44.4 +35.9
1955-60 ------------------ I +53.8 +57.2 +46.1 +39.0 +50.3 +60.6
1960-66 -------------------- I- +44.5 +54. 8 +29. 6 +43.4 4-41.3 +42.2
1965-70 -+41.3 +43.2 +15.1 +72.0 +40. 4 +44. 6
1970-75------------- +34.1 +27.6 +17.8 +57.2 +40. 5 +40.4
igs`s5-o------------ +122.6 +143. 8 +89.4 +99. 3 +112.4 +128.3
1965-75------------- +89. 4 +82.7 +35 6 +170. 3 +97.2 +103.0

Annual rates of change, selected intervals

190-55- +8. 2 +10.7 +11. 2 +1. 5 +7.6 +6.3
1o5s-Go------------- +9.0 +9. 5 +7. 9 +6. 8 +8. 5 +9. 9
1960-65 -+7. 6 +9. 1 +5. 3 +7. 5 +7. 2 +7.3
1965-70 -+7. 2 +7. 4 +2.9 +11. 5 +7. 0 +7. 7
1970-75 -+6. 0 +6. 0 +3. 3 +9. 6 +7. 0 +7.0
1955-65 -+8.3 +9. 3 +6. 6 +7.1 +7. 8 +8. 6
1965-75 -+6. 6 +6. 2 +3.1 +10. 5 +7.0 +7.3

l See detail In table Vfl-1.

Source: Basic data from 'U.S. Department of Commerce, Bureau of the Census. Computations and
projections by Tax Foundation.

FUNCTIONAL SHIFTS

Some reallocation of funds among the ma-or functions is foretold
in the projections, as the rates of increase for the largest spending
areas-education and highways-slacken significantly from pre-
vious experience in the postwar period, and the larger rates of gain
occur in the remaining functions. The most dynamic growth areas
for the next decade appear to be public welfare, health and hospitals,
and miscellaneous general functions. As before, however, education
will continue to call for the largest dollar increases (36 percent of the
total rise in the next 10 years).

The results of the differential growth rates among the major func-
tions are reflected in the functional distribution of general expendi-
tures (table VII-3).
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TABLE VII-3.-Functional distribution of State and local general expenditures,
actual and projected, selected fiscal years, 1955-76

Percent of total

Function Actual
Projected,

1975
1955 1965

Total general -100.00 100.00 100. 00

Education -35.31 39.65 37. 29
Highways-19.13 16. 30 11. 74
Public welfare -9.39 8.42 12.02
Health and hospitals -7. 48 7.15 7. 44
Police and fire -5. 70 5.14 4. 98
Generalcontrol I -4.30 3.70 3. 36
Interest on general debt -2.48 3. 22 3. 74
Sanitation and sewerage -3. 39 3.15 3.10
Housing and urban renewal -1.48 1. 67 1. 82
Other general-11.32 12.48 14.58

I Includes financial administration.

Source: Computed from data in table VII-2.

RELATION TO INCOME

It has been noted that State and local expenditures are sensitive to
changes in personal income. Table VIIT directs attention to the rela-
tionship between expenditures and income. From 1955 to 1965 State-
local general outlays rose from $112 to $145 per $1,000 of personal
income. The 1975 projections of expenditures amount to $157.50 per
$1,000 of the assumed levels of personal income. All major functions
except two-highways and general control (including financial ad-
ministration)-would continue to rise at rates slightly faster than
personal income, although at a slower comparative pace than in the
past.

TABLE VII-4.-State and local general expenditures for selected functions in relation
to personal income, actual and projected, selected fiscal years, 1955-75

Expenditures per $1,000 of personal income

Function Actual
Projected

1975
1955 1965

Total general -- $112.22 $145. 40 $157.50

Education -39.62 56.20 58.73
Hi hways21. 47 23. 71 18.39
Publie welfare -10.54 12.25 18.94
Health and hospitals -8.40 10. 40 11.72
Police and fire- 6.40 7.48 7.84
General control I -4.83 5.38 5.29
Interest on general debt -2. 79 4.83 S.88
Sanitation and sewerage - 3.80 4. 58 4. 88
Housing and urban renewal -1.66 2.42 2.87
Other general -12.71 18.15 22.97

l Includes financial administration.

Source: Computed from data in tables 11-4, VII-I, and VII-2.
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PER CAPITA CHANGES

In the preliminary stages of work on this study, some experimental
least-squares trend computations were made for per capita general
expenditures, by selected function, for the fiscal years 1948 through
1961. The results indicated, in retrospect, that the "best guess" for
per capita expenditure growth in any fiscal year during that 14-year
period w ould have been 7.3 percent per capita, about 10 percent for
total spending. It is of some interest to compare the actual course of
expenditures since 1961, and the projections developed in this study,
with the estimates suggested by a mechanical extension of the computed
trends.

Table VII-5 and the accompanying charts bring out these compari-
sons. The 1975 trend extensions portray per caplita expenditures by
1975 of $841, over one-fourth higher than the $655 per capita derived
by the more detailed methods followed in this study. For eight of the
spending categories studied, the earlier trend computations point to
1975 activity levels far higher than now appear likely. In the remaining
categories-public welfare and miscellaneous general-tlie trend levels
appear understated by large amounts, according to the assumptions of
the present study.

TABLE VII-5.-Trends in per capita general expenditures by function, 1948-61 trend
projected to 1976 (fiscal years)

Computed trend I Amount per capita

Function 1948 level Annual Indicated by In this
(amount rate of 1948-61 trend Actual, 1975 pro-

per increase 1965 jected
capita) (percent) study

1965 1975

Total general - $125.5 7.3 $415.8 $841.1 $387.4 $664.6

Education-38.6 8.8 161.8 376.1 149.7 244.1
Highways -21.6 8.2 82.5 181.4 63.2 76.4
Public welfare- 15.3 3. 7 28.4 41. 0 32.6 78.7
Health and hospitals -9.6 7. 2 31.4 62.9 27.7 48.7
Police and fire -7.4 6.7 22.3 42.6 19.9 32.6
General control 

2 - 6.1 5.6 15.4 26.6 14.3 22.0
Interest on general debt - 2.4 11.3 15.1 44.1 12.9 24.4
Sanitation and sewerage -4. 7 6.1 12.9 23.4 12.2 20.3
Housing and urban renewal -1.2 14.5 11.8 45. 7 6.5 11.9
Othergeneral -16.6 6.0 44.8 72.1 48.4 95.5

' Trend equations are of the simple exponential type derived by the least-squares method. Computa-
tions were based on logarithms but for simplicity the results here are presented as antilogarithms.

'Includes financial administration.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census, Computations and pro-
jections by Tax Foundation.

As the charts reveal, reductions in the rate of growth began to be-
come apparent by the early 1960's, earlier for some functions. Further
declines in these rates for most functions are projected for the years
following 1965.

OBJECT OF EXPENDITURE

The indicated slackening in overall expenditure growth stems largely
from the projected slowing of growth in capital outlays, principally
for education and highways. For all other spending, the shift in the
future trend pattern is far less pronounced. Table VII-6 presents past

S0-491-67-vol. III-6
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and projected capital outlays for all government functions, general
and other.' The dollar and percentage changes over selected periods
for current and capital expenditure separately are shown in table
VII-7. Current operating costs are projected to rise by 105 percent
and capital costs by only 43 percent in the decade ending in 1975.

TABLE VII-6.-Capital outlay of State and local governments for all functions, actual
and projected, selected fiscal years, 1965-76

Capital outlay
Fiscal year

Total I General I Utility

Amount (millions)

Actual:
1955 ----- -------------------------- $10,706 $9,544 $1, 162
1960 - 15,104 13,697 1, 407
1955- -20, 771 18,581 2,190Projected:
1970 --- ----- 26,131 22,683 3,448
1975 -31,568 26,502 5,066

Percentage change, selected intervals

1955 to 1960 - +41.1 +43.5 +21.1
1960 to 1965 -------------------------- +37.5 +35.7 +55.6
1965 to 1970 -- --------------------- +25.8 +22.1 +57.4
1970 to 1975 -+20.8 +16.8 +46.9
1955 to 1965 -+94.0 +94.7 +88.5
1965 to 1975 ------------------- +52.0 +42.6 +131.3

Source: Basic data from U.S. Department of Commerce, Bureau ofthe Census. Computations and pro-
jections by Tax Foundation.

TABLE1 VII-7.-Changes in current versus capital expenditure for State and local
general functions, actual and projected, selected intervals, 1955-75

Current operations I Capital outlays

Interval
Amount Percent Amount Percent

(millions) (millions)

1955-60- +$13, 999 +57. 9 +$4,153 +43. 5
1960-65 -+18,194 +47. 7 +4, 884 +35. 7
1965-70 -+26,826 +47. 6 +4,102 +22.1
1970-75 -+32,283 +38.8 +3,819 +16.8
1955-65 -+32,193 +133.1 +9,037 +94.7
1965-75 -+59.109 +104. 9 +7,921 +42. 6

I Includes all general expenditures except capital.
Source: Computed from data in tables VII-2 and VII-6.

Still another dimension of the revised growth pattern is reflected
by a conversion of the dollar expenditure projections into implicit
levels of employment and payrolls. (See table VII-8.) The number
of employees of State and local units, according to these projections,
would rise from 6.9 million in 1965 to 9 million in 1975, or 31 percent,
as compared to the 55-percent increase in the 1955-65 decade.2 If rates
of increase in average earnings conform to the 1960-65 experience

1 Utility spending is included in the totals shown in table VII-O. Althought utilities fall
outside the scope of the present discussion, they are relevant to overall financing arrange-
ments, discussed in see. IX.

2 These estimates cover employees in general and other State-local functions.
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(4.2 percent per year, in current prices) total annual wages and
salaries would reach $76 billion by 1975, about 98 percent above
1965-far less than the 141-percent rise in the previous 10 years.

TABLE VII-8.-Employment and payrolls of State and local governments '-Actual
and projected, selected calendar years, 1950-75

Number of Average
full-time annual Total wages

Calendar year equivalent earnings per and salaries
employees employee (millions)

(thousands)

Number or amount

Actual:
1950 -.---- 3,722 $2,786 $10,368
1955 .--- ---------------------------------------- 4,443 3,599 15,992
1960 ------------------------------------------------------ 5,530 4,550 25,162
1965 -------------------------------------------------- - 6,878 5,592 38,465

Projected:
1970 -.--. ------------------------------------------ 8,116 6,872 55,774
1975 ---------------- 9--------------------------,-- 9 000 8,447 76,020

Percentage change, selected intervals

1960-55- ----------------------------------------------- +19.4 +29. 2 +84.2
1956-60- - +24. 5 +20. 4 +57.3
1960-65 -.-.-.------- +24.4 +22.9 +52.9
1906 70 -...... +18. 0 +22.9 +46.0
1970-75- -------------------------- +10.9 +22.9 +36.3
1955-65 - ----------------------------------------------- - +54 8 +55.4 +140. 5
1965-75 ------------------------------------------------------- +30.9 +81. 1 +97.6

' Includes all functions-general and other.

Source: Actual data from U.S. Department of Commerce, Office of Business Economics. Computations
and projections by Tax Foundatlon.

VIII. GENERAL REVENUES

For the most part the preceding sections have dealt with questions
associated with spending-how much has been spent, and for which
functions, what factors have played a leading role in shaping post-
war trends, and what the outlook is under the conditions assumed.
This section will explore related questions on the revenue side: How
were funds raised to support spending increases? What sources of
revenue contributed the largest amounts? What is the outlook for
future receipts?

A broad view of postwar trends in general revenue sources is given
in table VIII-1. General revenues in 1965 were 4.3 times their size in
1948. The increase corresponded closely to the expenditure gain.' All
major revenue sources helped to augment the total-State and local
taxes, current charges and fees, nontax revenues, and Federal grants-
in-aid. Throughout the period State and locally imposed taxes re-
mained by far the major source of funds. Their fraction of the total,
however, declined perceptibly in the postwar period-from 77 percent
in 1948 to 69 percent in 1965, as the other major sources grew in im-
portance. Charges and other nontax revenues from State and local
sources rose from 12 to 16 percent of total general revenues, and
Federal grants climbed at a similar pace-from 11 to 15 percent.

I Not all general expenditures are financed from current revenues. See sec. IX for a
discussion of other financing arrangements.
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TABLE VIII-1.-General revenue of State and local governments by major source,
selected fiscal years, 1948-65

Fiscal year

1948.
1950.-- - - - - - -- - - - - - -
1955.
1960
1965.

1948
1950.
1955 ---------------
1960.
1965.

From own sources

Total-own Taxes I Other I
sources

From
Federal
grants

Amount (millions)

$17,250 $15,389 $13,342 $2, 047 $1,80t
20,911 18,425 15'914 2,511 2,486.
31, 073 27, 942 23,483 4,459 3, 13150, 504 43,530 36,117 7, 414 6,974
74,341 63,312 fil, 578 11,735 11, 029-

Percent of total

100 89.2
100 S8l 1
100 89.9
100 86.2
100 85.2

77. 3
76. 1
75.6
71.5
69. 4

11. 912.0
14.4
14.7
15.8

10.S.
11.9.
10.1
13. 8
14.8.

I Charges and fees and miscellaneous.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by Tax
Foundation.

The allocation of the revenue-raising responsibility as between the-
States and their political subdivisions has remained almost unchangecd
in the period since 1948. Table VIII-2 presents relevant data. Local
governments raised $32.7 billion from local sources in 196.5, and
State governments $30.6 billion from their sources. The increase in
yields over the 17-year period was 315 percent for local revenues and
307 percent for State revenues. Further, there has been no major change-
in the degree of dependence of local governments on State aid during
the postwar period. State aids have continued to furnish about 29 per-
cent of total general revenues of local governments. In State budgets,.
however, there was a slight decline in the portions turned over to local:
governments, as the States spent proportionately more of their total
revenues (including receipts from Federal aids) directly for their own
purposes.

TABLE VIII-2.-State versus local general revenues from own sources, selected fiscalo
years, 1948-65

[In millions of dollars]

Fiscal year

General revenue frown
own resources

State Local

Local revenue from S

Percent of
Amount local

revenue 2

tate aid I

Percent of
State

revenue 2

1948-7, -517 7, 872 3, 283 28.9 3..1950 - 98, 839 .8 4,217 30.1 37.4
1955 13, 205 14, 737 6,987 28.4 37. 01960 - 20, 018 22, 912 9, 522 28.8 34 S1965 ------------------------- 30, 010 32, 703 14, 077 29.4 34. 4

I Includes amounts initially received by States from Federal Government and turned over by States to.local governments.
2 Percentages apply to local revenue from State aid in relation to total general revenue (from own soureesplus intergovernmental receipts.)

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by TaxFoundation.

-
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The outlook for future general revenues can best be explored through
separate analysis of the three major components: State and locally un-
posed taxes, charges, fees, and other miscellaneous revenues, and Fed-
,eral grants-in-aid.

STATE AND LOCAL TAXES

In the period from 1948 to 1965, annual State and local tax yields rose
from $13.3 to $51.6 billion, or by 8.3 percent per year on the average,
just slightly under the 8.9 percent annual growth in general expendi-
tures. Table VIII-3 indicates how the major types of taxes contributed
to the overall advance. In contrast to the very large change in the total
tax yields, there was a remarkable degree of stability in the relative
*shares of the several types of taxes.

TABLE VIII-3.-Yields of major State and local taxes by type of tax, selected fiscal
years, 1948-66

Fiscal year

Type of tax

Individual Corporate Wales I Property All other
income income I

Amount (millions)

1948 -$543 $592 $4, 442 $6,126 $1, 638
1950 -788 593 5,154 7,349 2,030
1955 -1,237 744 7,643 10,735 3,126
1960-2,463 1, 180 11,849 16,405 4,220

-196- 4,090 1,929 17,118 22,918 6,621

Percent of total 2

1948 ------------------------ 4.1 4.4 33.3 45.0 12.3
1960 ------------------.------ 60 3.7 32.4 46.2 12.8
1955 5.3 3. 2 32.5 45.7 13.3
1960 -6.8 3.3 32.8 45.4 11.7
1965 -7.9 3.7 33.2 44.4 10.7

' General and selective. In 1965 general sales tax yields were over $7,981,000,000, and selective, $9,136,000,-
000. This breakdown is not available for years prior to 1982.

2 Total tax yields appear in table VIII-1.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by Tax
Foundation.

Property taxes, though declining slightly in their fraction of all
taxes (from 46 to 44 percent of the total ), remained the largest source
of tax funds and provided a greater portion of the 1948-65 increase
than any other tax. In view of the previous longrun decline in the
importance of the property tax as a revenue source, the resurgence of
the tax, represented by its relative stability as a fraction of total tax
revenues, was one of the most surprising developments in State and
local finance in the postwar period.2

General and selective sales taxes contributed a rather stable 33
percent of the total. The only significant gain in relative importance
among tax sources was registered in individual income tax yields,
which grew from 4 percent to almost 8 percent of total taxes over
the 17-year period. Corporate income and miscellaneous taxes accord-
ingly declined somewhat in their share of the total.

I At the turn of the century the property tax contributed 82 percent of all State and
local general revenues.
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Increases in tax collections far outstripped concurrent gains in:
population and personal income (table VIII-4). Per capita State and
local taxes rose from $92 in 1948 to $267 in 1965, or 190 percent. Per
$1,000 of personal income, tax yields increased from $66 in 1948 to $100
in 1965, more than 50 percent. From one year to another, the changes
for each major tax were highly variable in relation to changes in
personal income (table VIII-5). Taking every year in the interim
from 1953 through 1964 into consideration, total tax yields each
year increased by more than the corresponding rise in income. For
every 5-percent increase in income, tax collections rose by percentages
ranging from 5.75 to 8.95. In half the years the annual, tax increments
were above 6.85 percent for a 5-percent income rise. As exhibited in
table VIII-5, the several types of taxes did not respond with equal
vigor, year by year, to changes in personal income. Corporate and
personal income tax fluctuations were quite volatile in relation to
income; sales and property taxes were less sensitive.

TABLE VIII-4.-State and local tax collections in relation to population and income,'
selected fiscal years, 1948-65

Tax collections

Fiscal year
Per $1,000

Per capita S of personal
income

1948 ------------------------------ $91. 77 $66. 46
1950 -105. 78 73.21
1955 -142. 68 78. 14
1060 -201.34 92. 08
1965 --------- 266.58 100. 05

1 Excludes social insurance taxes.
2 Based on estimated total population, including Armed Forces abroad, at the middle of the fiscal year

Source: Basic data from U.S. Department of Commerce, Bureau of the Census and Office of Business
Economics. Computations by tax foundation.

TABLE VIII-5.-Sensitivity of State-local revenues from own sources to changes in
personal income, fiscal years 1958-65

Sensitivity coefficient '
Revenue source

Low year High year Median year

Total revenue, own sources -1.21 2.00 1.47

Totaltaxes ------------------------------- 1.15 1.79 1.37

Individual income-07 13.41 2. 25
Corporation income- 2 -1.51 2.75 1.69
General sales -. 98 2.36 1.51
Selective sales-.82 2.04 1.27
Property --------------------------------------- .96 2. 29 1.32
Other taxes- 2-.15 2.27 1.21

Charges and miscellaneous-1.17 4.05 1.91

t Average annual change in revenue per 1 percent change in personal income. Revenues are not adjusted
for tax rate and base changes.

2 Tax yield declined as personal income rose.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census and Office of Business
Economics. Computations by Tax Foundation.
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A longer range view of the performance of the major State and local
taxes in relation to personal income is given in table VIII-6. Overall,
the effective rate in relation to income increased 51 percent in the
period from 1948 to 1965. For the largest tax sources, property and
sales, effective rates advanced 46 and 51 percent, respectively. The
sharpest rise occurred for individual income-with a rate hike of
almost 200 percent.

TABLE VIII-6.-Yields of major State and local taxes in relation to personal income,
fiscal years 1948 and 1965

Tax yields per $1,000 of personal Income

Tax
Percent

1948 1905 change,
1955-651

Total taxes -$.. - .66.46 $100.05 +51.3

Individual income -2. 70 7.97 +195.2
Corporate income -.......------.--.. 2.95 3.76 +27. 5
Sales .-22.13 33.37 +50.8
Property - 30. 52 44.68 +46.4
All other -8.16 10.76 +31.9

I Represents change in tax yields adjusted for income change.
2General and selective. In 1965 the breakdown was as follows: general, $15.56, and selective, $17.81.

Source: Basic data from U7.S. Department, Bureau of the Census and Office of Business Economics.
Computations by Tax Foundation.

The postwar pattern of growth in tax collections, and the year-
to-year fluctuations described above, came about through a combina-
tion of forces: (1) extensive legislative changes in the types of taxes
imposed, their bases, and rate structures; (2) automatic swelling of
tax revenues from the structure of taxes and rates in effect at the
beginning of the period, as a. result of growth in the taxable base; and
(3) revisions in procedures for administering and collecting taxes,
including changes in timing, such as the introduction of current with-
holding. Little information of a comprehensive sort is available to
measure the effect on yields of the third factor-changes in admin-
istrative procedures. On the whole, it is probably correct to assume
that there were improvements in these methods which in time have
served to raise the amounts obtained from a given tax structure. The
first two forces are, however, of overriding importance in explaining
the postwar performance of State and local tax systems. Each deserves
consideration-policy changes versus automatic or "built-in" factors.

TAX LEGISLATION

The financial surpluses which had developed in State and local
budgets during World War II disappeared rapidly as spending pres-
sures mounted in the postwar period.3 Since that time, the State gov-
ernments-and to some extent local units-have adopted new taxes,
and have repeatedly raised the rates of taxes already in effect.

3 State and local total current revenues were well in excess of expenditures throughout
the period from 1940 through 1946. The resultant surpluses served to reduce outstanding
debt from $20.3 billion at the end of 1940 to $15.9 billion at the end of 1946. Facts and
Figures on Government Finance, 1964-65, Tax Foundation, New York, 1965, p. 131.
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The volume of tax-raising legislation was typically uneven from
year to year, with peaks recurring during the last year of a 4-year
interval.4 Thus in 1947, 1951, 1955, 1959, and 1963 a very large
amount of tax legislation took place. Partly in response to these
changes, tax collections rose sharply in years following the legislation.

New Taxves. In the period since 1946, there have been 46 adoptions
among the States of one of the six major taxes (table VIII-T). Most
frequently, legislative decisions showed a preference for general sales
taxes; but new cigarette taxes were levied almost as often. Eighteen
States have levied new sales taxes in the postwar period, 16 have
adopted taxes on cigarettes, and all States not taxing gasoline and dis-
tilled spirits at the end of the war had decided to do so by 1966. In
contrast to the widespread adoption of general sales taxes, now im-
posed in all but eight States, income taxes have been levied far less
frequently. There have been only three adoptions of individual in-
come taxes and five of corporation income taxes in the entire postwar
period. As of 1966, 17 States were without a comprehensive personal
income tax and 13 without the corporate income tax.

To relieve the pressure on property taxation, there were also in the
postwar period some adoptions of nonproperty taxes by local govern-
ments, particularly sales and income taxes. Prior to World War II,
sales taxes were imposed by only two major cities, New York City
and New Orleans.5 After the war a local sales tax movement began
in California and spread to localities in other States, especially
Illinois, Mississippi, and Utah. By 1964, sales taxes were being levied
by over 2,000 local governments in 14 States, and six of the 15 largest
cities in the United States imposed a sales tax."

TABLE VIII-7.-Dates of adoption of major State taxes

Number of States adopting tax
Tax States using

tax, 1966
Before 1931 1931-40 1947-6

Income:
Individual-15 1I 3 2 33
Corporation -17 1 5 37

Q eneral sales -0 24 18 42
Selective sales:

CGasoline -48 1 1 50
Cigarette ----------- 8 25 16 49
Distilled spirits-0 30 3 3 33

I Most of these adoptions occurred during the 1930's; from 1941 through 1946 the only adoptions of major
State taxes were: cigarette taxes in 6 States; and distilled spirits and gasoline taxes in I State.

2 Excludes 3 States in which only a very limited portion of income is taxed.
8 In the 17 remaining States liquor stores are owned and operated by State or local government; some

impose excises In addition to the profit markup.
Source: Advisory Commission on Intergovernmental Relations and Tax Foundation records.

4This phenomenon, first revealed in a 1958 Tax Foundation study, has been predictably
regular. See The Financial Challenge to the States, Tax Foundations, March 1958, p. 19.

5 Tax Overlapping in the United States, 1964. Advisory Commission on Intergovern-
mental Relations, Washington, July 1964, p. 107.

ONew York, Chicago, Los Angeles, Washington, D.C., San Francisco, and New Orleans.
Since 1964, there have been further adoptions, notably in many localities in New York and
Virginia. Ibid., updated by Tax Foundation records.
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Local income taxes, though not as widespread as local sales taxes,
are also for the most part a postwar development. Local income taxes
are levied to some extent in seven States and the District of Columbia.
The most intensive use of the tax occurs in Pennsylvania, where several
thousand local units, including schools districts, levy the tax-and in
Ohio, where it is imposed by 85 municipalities. In both instances, the
extensive use of local income taxes occurred in the postwar period.
Eleven of the cities with population over 300,000 use this tax as a source
of revenue.7

The record of rate increases in State taxes is far longer (table
VIII-8) than that of new tax adoptions.8 Tobacco and alcoholic prod-
ucts were the most frequent targets for increased rates, but general
sales and motor fuels were not far behind. There appeared to be some-
what more reluctance to raise personal and corporate income tax
rates. Rate reductions, in contrast, were almost inconsequential. The
effect of these revisions on the rates for general sales, cigarette, and
motor fuels taxes is shown in Table VIII-9. The most prevalent rate
for general sales taxes rose from 2 to 3 percent; for cigarettes from
3 to 8 cents per pack; and for motor fuels from 4 to 7 cents a gallon.The
highest rates in effect in any State were similarly extended. It is of
interest to note that in the case of each of these three taxes the maxi-
mum rate in effect in 1948 had become by 1965 the most popular rate
in effect, with 20 or more of the states taxing at that rate.

TABLE VIII-8.-Number of States changing rates of major State taxes in postwar
period

[Selected periods, 1950-65]

Tax 1946-50 1951-55 1956-60 1961-65

Number increasing rates:
Individual income -11 10 12 10
Corporate income -11 11 8 9
General sales - ------------------------------------- 4 8 12 19
Motor fuels ----------------- 24 25 16 17
Cigarette and tobacco -19 21 32 39
Alcoholic beverages -24 16 17 28

Nuuber reducing rates:
Individual income-3 4 1 1
Corporate income-1 2 2 1
Qeneral sales - ----------------------------------------- 0 1 2 a
Motor fuels -------------------------- 0 3 1 1
Cigarette and tobacco- I 1 2 0
Alcoholic beverages - -------------------------------- 0 4 0 1

1 Includes changes up to September 1965.

Source: Tobacco Foundation publications and records.

Detroit, Philadelphia, Pittsburgh, St. Louts. Kansas City (Missouri), Cincinnati,
Columbus, Toledo, Louisville, New York City, and Washington, D.C.

s No record of legislative changes in the bases of specific taxes is available.
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TABLE VIII-9.-Trends in rates of selected State taxes, 1948-65

Year General sales Cigarettes Motor fuels
(per pack) (per gallon)

Rate:
Percent Cents Cents

Modal rate:
1948 -2 3 4
1965 - 3 8 7

Maximum rate:
1948 -3 8 7
lOs-5 11 11

Number of States levying at modal rate:
1948 -- --------------------------------------------- 19 18 20
1965 - 20 20 24

Source: Tax Foundation records.

A full record of changes inproperty tax rates over the postwar period
is not available. The rise in the effective rate of property taxes in rela-
tion to income (table VIII-6) suggests that on the average property
tax rates were raised almost 50 percent in the postwar period.

Altogether these policy decisions-new taxes and rate increases-ac-
counted for approximately half of the rise in tax collections from 1948
to 1965-for about $19 billion a year of the actual $38 billion annual in-
crease in total state and local collections.

Automatic Response to Income. The search for a tenable relationship
between changes in tax yields and some measure of income has occupied
the attention of economists for some years. The standard technique
for estimating yields from a given tax at a specified rate is the income
elasticity of the tax, usually defined as the percentage change in tax
yield per 1-percent change in income.9 Early studies of this relationship
identified income taxes as being highly sensitive to income change
(highly elastic); general sales taxes as responding in proportion to
income change (having unit elasticity) ; and selective sales taxes on
such items as cigarettes, motor fuels, and alcoholic beverages as relative
unresponsive to income change (relatively inelastic).10

The empirical results derived from such studies conform to estab-
lished theoretical views. As personal income rises, both the tax base-
taxable income as defined under existing laws-and the effective rate of
the tax rise more rapidly. The faster rise in taxable income is due to the
fact that exemptions, in the form of flat amounts per person, tend to
rise more slowly in conformity to population growth; hence more per-
sonal income moves into the taxable base. Since most States have some
degree of graduation in their rate scales, the effective rate of the tax

E Elasticity is sometimes measured in relation to gross national product, but personal
income is usually the income concept utilized in State studies, because of its availability
on a State basis. Elasticity may be computed In several ways. One which may provide
interesting byrproduct information is that of dividing the marginal yield per unit of
income in a given period by the average yield-income ratio in the previous period.

Ti-To /Yi -Y _ Ti-TO /TO
To Y. YI-Y. / Y.

where e=elasticity or percent change in yield per 1 percent change In income; T=tax
yield; Y=personal income, and the subscripts indicate given year (i) and base year (o). It
is obvious that as the marginal yield-income ratio rises in relation to the initial average
yield-income ratio. the elasticity increases. In other words. as long as the marginal vield-
income ratio exceeds the average, the elasticity of the tax will he greater than 1. SimlIarly
the larger the average yield of a tax in relation to income. the less the elasticity coefficient
of a given marginal ratio.

"'See, for instance. Harold Ml. Groves and C. ITarrv Khan. "The Stahilitv. of State and
Local Tax Yields," American Ecenoniic Review, vol. XT.TI, No. 2 (March 1952), pp. 87-102.
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also tends to move upward over time as the income distribution shifts
upward and more taxpayers move into higher taxable brackets.

General sales taxes, levied at a fixed percentage, tend to increase in
relation to personal income because the taxable base (comodities and,
to an increasing degree, some services constituting personal consumip-
tion expenditures) tends to grow in step with personal income. The
coverage of a particular State tax, nature of the exemptions, etc., will
cause some variations in the elasticity from state to state. On the other
hand, selective excise taxes, typically levied at a specific rate for a fixed
unit (e.g., cigarette taxes tt 8 cents per package) will not rise as
rapidly as the dollar volume of sales of the commodity taxed, or as
personal income.

One of the most controversial areas in studies of income elasticity
of taxes has involved the property tax. To a large extent, the dispute
stems from ambiguous concepts of the taxable base. The nominal
or legal base of the tax is assessed valuation of taxable property. The
economic base, however, is the market value of taxable property. The
actual response of tax yields in relation to income change depends upon
the two bases-market value of property and assessed values-and
the nominal rate, and the two bases do not necessarily rise in unison.
Early studies examined the response of assessment values to income
change and found low elasticity coefficients." This result was attrib-
uted in part to lags in assessment practices of getting new property
on the rolls and keeping properties on the rolls reassessed in accord-
ance with market, values.

More recent studies have emphasized the responsiveness of the eco-
nomic base of the property tax to income change, and have held that
this is the most relevant measure for measuring the influence of eco-
nomic change on property tax revenues.'2 It has also been found that
in the postwar period there has been an increase in the elasticity of
the market values of taxable property in relation to income, and that
the elasticity coefficient has been close to 1.0.'3 This postwar perform-
ance of the tax base is attributed to an increase in the capital-output
ratio in the general economy. with the interruption in this period of
the previous longrun decline in the relationship of national wealth to
gross national product.

It is the latter concept of elasticity which is utilized in this study.
The projections presented below reflect property tax yields at present
rates of the tax in relation to marketable property values. Since it is
assumed that the economic base of the tax will rise almost as rapidly
as income, the resulting revenues-levied as a percentage of value-
would increase proportionately. Realization of the results indicated
thus requires that assessment practices will keep the legal base adjusted
in step with changes in market values.

PROJECTIONS

As a guide to the projection of tax yields from the major sources
in the next decade, the empirical evidence available from the other
studies was supplemented by research on the performance of State

"Ibid., p. 90.
12 For a thorough analysis of the property tax, and a detailed discussion of elasticity

studies, see Dick Netzer, Economics of the Property TPa, The Brookings Institution, Wash-
lngton. 19606. Elasticity measures are discussed on pp. 184-190.

's Ibid., p. 187.
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taxes in the period since 1959. To eliminate the effects of changes inr
tax structures, only those States were included in which there were
no changes in the particular tax analyzed. The results are shown in
table VIII-10, along with the results from other investigations, and
the coefficients used in the projections. In general, the answers obtained
were similar to those reported by others. One exception, however,
was the extremely volatile response of the corporation income tax,
and the high elasticity recorded during the 1959-64 period for the 17
States in which no changes in corporate tax rates occurred.' 4

TABLE VIII-10.-Personal income elasticity of major State and local taxes '

This study
Range in

Tax other
studies 2 Actual Projected,

1959-64 3 1965-75

Individual income - 1.1-1.8 1.67 1. 7
Corporate income -1.1-1. 3 1.71 1.2-
Property- .7-1.1 .9.
General sales - -- ----------------------------------- .9-1.05 1.19 1.1
Motorfuels ------------------------------------- 4- *6 76 .6-
Tobacco - -------------------------------- 3- 4 .71 .5
Alcoholic beverages ----------------------------- .4- .6 .53 5
Other selective sales- .9-1.1 1.0
Motor vehicle licenses -- .2- .4 .3:
All other -. 6-1. 2 1.0'

I Percent change in tax yield per I percent change in personal income.
2 These are gross national product, rather than personal income, elasticities, as derived in more than a

dozen studies. See Federal-State Coordination of Personal Income Taxes, Advisory Commission on Inter-
governmental Relations, Washington, October 1965, p. 42. for a list of authors.

3 Computations for each tax based on income and State tax yields in only those States where no legislative
changes took place in the taxrateor base.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census and Office of Business-
Economics. Computations by Tax Foundation.

Although there is now a consensus as to the range of elasticity meas-
ures for each of the major taxes, there are disparities from year to year
and State to State in actual yields in relation to income.15

Since the aim of the projections here is to reveal the amounts that.
existing tax systems would yield in the next decade, with no change in
tax rates, the future estimates of yields depend solely upon present
yields by type of tax, the assumed growth in income, and the respon-
siveness of each tax to income change."' With some adjustments sug-
gested by other research, the elasticity coefficients derived from the pe-
riod 1959-64 have been used in this study (table VIII-10). The results,
presented in table VIII-11, indicate total tax revenues of $69.6 billion
in 1970 and $90.2 billion in 1975. The advance for the decade would be
75 percent, as compared to 120 percent in the previous decade. The
amounts and fractions of the total increase may be compared with the
present distribution of revenues among the major taxes in table VIII-
3. While sales and property taxes would contribute about two-thirds
of the total increment in the next decade, the share of income taxes
would continue to rise in overall importance.

1' In part, this phenomenon Is associated with the timing problem noted earlier. Since
corporate proits rose rapidly In this period. lags in collections beyond the fiscal year in
which profits accrued could easily lead to the high elasticities reported.

15 Some of these disparities reflect timing differences-a change In the timing of the
receipt of personal Income and the collection of the tax. Others are undoubtedly associated
with collection procedures

" The 1965 yields were adjusted for new sales taxes added in. 1966, and for increases
In tax rates during 1965 which were not reflected In collections data for fiscal 1965.
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TABLE VIII-1l.-State and local tax collections by type of tax '-Actual and projected,
selected fiscal years, 1965-75

[In millions]

Collections Increase In collections,
1965-75

Type of tax
Projected Percent of

Actual, _ Amount total
1965 increase

1970 1975

Taxes, total - $51,578 $69,589 $90, 218 $38, 640 100. 0

Individual income- 4,090 6,303 9, 524 5,434 14.1
Corporation income -1,929 2, 679 3,662 1,733 4. 6
Property -22, 918 29,610 37,753 14,835 38.4
Sales and gross receipts, total -17, 118 21,863 27,902 10,784 27.9

General -7,981 10,822 14,469 6,488 16. 8
Selective, total- 9, 136 11,061 13,433 4,297 11.1

Motor fuel - --- 4,331 5,206 6,200 1,869 4.8
Tobacco- -.--- 1,386 1,604 1,841 455 1.2
Alcoholic beverage -949 1,112 1,292 343 .9
Other- 2,471 3,139 4,100 1,629 4.2

Motor vehicle and operators' licenses 2,145 2,353 2,569 424 1. 1
All other -3,376 4,470 5,838 2,462 6.4
Additions since 1965 - - 2,291 2,970 2,970 7.7

I Excludes social insurance collections.
For State taxes only, includes rate changes and new taxes adopted in 1965; and new taxes only in 1966.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations and pro-
jections by Tax Foundation.

CHIARGES AND FEES AND MISCELLANEOUS GENERAL REVENUE

As previously noted, charges and fees and miscellaneous general rev-
enues have constituted a rising portion of State and local general reve-
nues. In 1965, receipts of this nature made up 16 percent of general
revenues.

The major services for which charges are made to users fall in the
categories of education, highways, hospitals, housing and urban re-
newal, and sanitation. Table VIII-12 presents data on 1955-65 treads
in the amounts of charges and fees, by function, together with the por-
tions of associated expenditures which emanated from this source.
For most functions it is clear that users of specific services paid in-
creasingly larger fractions of the associated costs.
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TABLE VIII-12.-State and local revenues from charges and fees, by major function-
Selected fiscal years, 1965-66

Total all Housing
Fiscal year functons Education Highways Hospitals and urban All other I

renewal

Amount (millions)

1955 - $2,927 $939 $274 $453 $269 $1,037
1960- 5,319 1, 769 568 883 339 1, 760
1965 -------------- 8,402 3,193 2 700 1,372 438 2,679

Percent of expenditures for associated function

1955 -8.8 - 7.9 4.2 22.1 53.9 8.1
1960 10.3 9.4 6.0 27.3 39.5 9.0
1965 -11.2 11.0 6.0 30.3 36.6 9.5

I Estimated. Data are available for toll facilities only.
2 The largest sources of charges and fees not shown separately here are sanitation and nonhighway trans-

portation.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by Tax
Foundation.

The projections (table VIII-14) assume continued increases in the
share of spending supported by user charges for major functions, as in
the period since 1960. For miscellaneous general revenues, the estimates
assume a continutaion of comparative growth rates in relation to per-
sonal income as in the 1960-65 period.

FEDERAL GRANTS-IN-AID

Federal grants have increased in importance in State-local general
revenues in the postwar period. In 1948, they totaled about $1.9 billion,
11 percent of State and local general revenues. By 1965 they had
reached $11 billion, almost 15 percent of all revenues (table VIII-1).
Total grants in selected years beginning in 1950, and their functional
distribution, are shown in table VIII-13. State and local government
activities which have received especially large portions of their total
support from the Federal Government are public welfare, highways,
and housing and urban renewal.

TABLE VIII-13.-State and local revenues from Federal grants, by major
function, selected fiscal years, 1950-65

Public Housing Health and
Fiscal year Total, all | Education Highways welfare and urban hospitals Other

l functions renewal

Amount (millions)

Actual:
1950 -$2,371 $369 $429 $1, 131 (I) (X) $442
1955 -3, 099 521 589 1, 429 (1) $73 487
1960 6, 94 950 2,905 2, 070 $226 135 708
1965 -11062 1,677 3,977 3,098 676 292 1,342

Percent of State-local expenditures for aided function

1950 -10.0 5. 1 11.3 38.5 ( ') (9 4.9
1955 -9.2 4.4 9.1 45.1 (') 2.9 6.1
1960 -13.5 5.1 30.8 47 0 26.3 3. 6 4 8
1965 14.8 5.8 32.7 49.1 54.1 5.4 6.3

' Not available; included in "other."
Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations by Tax

Foundation.
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Federal aid programs have been discussed in the foregoing sections
on expenditures, especially under education, public welfare, health
and hospitals, and highways. No attempt has been made, however, to
catalog and evaluate separately the trends in all the varied programs im
effect. The projections (table VIII-14) represent middle-of-the-road
estimates based on legislation for the most part already in effect."
According to some observers, these projections are lower than the levels
which can reasonably be expected to result from existing programs.
The future magnitude of Federal grants is of course uncertain. Actual
amounts will depend in part upon domestic and international political
factors not now foreseeable. It has been estimated that the adoption
and implementation of the Great Society program in full would add
increases of over $3 billion annually to Federal expenditures (largely
grants-in-aid) above the built-in increases of similar size which auto-
matically would occur under existing programs.'8 In that case, Federal
grants by 1975 would be in the neighborhood of $45 billion. Other
estimates run as high as $60 billion.' 9

"7One exception is that it has been assumed that the Federal Government will extend
its sharing under title XiX programs for the medically, indigent to all able-bodled persons
aged 18 throu h 64.

'R Gerhard tolm and Peter Wagner, Federal Budget Projections, The Brookings Institu-
tion Washington D.C., 1966, P. 12.

'~in hearings before the Senate Government Operations Committee's Subcommittee on
Intergovernmental Relations, Senator Edmund S. Muskie Indicated that Federal grants-
ln-aid are expected to reach $fO billion annually by 1975, four times the present figure.
Washington Newos, Tax Foundation, Nov. 25, 1966, p. 2.

1313
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TABLE VIII-14.-Summary of State and local general revenue by major function,
actual and projected, selected fiscal years, 1960-75

Fiscal year

Actual:
1950.
1955 -....---
1960. -------------------
1965 .

Projected:
1970 .--
1975...

1950 to 1955 .
1955 to 1960 .
1960 to 1965 .
1965 to 1970.-------------------
1970 to 1975 .-- --
1955 to 1965 .
1965 to 1975 -

1950 to 1955 - .-
1955 to 1960 -. -
1960 to 1965-
1965 to 1970 .
1970 to 1975 -.-
1955 to 1965 .-------------
1965 to 1975 .

General revenue from own sources

Total
general
revenue Total Taxes

Federal
Miscella- grants-

Current neous in-aid
charges general

revenue

Amount (millions)

$20,911 $18,425 $15,914 $ I)$ ()
31,073 27,942 23,482 2, 972 1,487
50,504 43,530 36,117 5,319 2,095
74,341 63,312 51,578 8,402 3,333

108, 603 88, 292 69 589 13,657 5,146
146,865 116, 855 90, 218 18,846 7,791_

$2,486
3, 131

6,974
11,029

20,311
30,010

Percentage change, selected intervals

+48.6 +51.6 +47.6 - - -+25.9
+62. 5 +55.8 +53.8 +79.0 +40.9 +122. 7
+47.2 +45.4 +42.8 +58.0 +59. 1 +58. 1
+46. 1 +39.4 +34.9 +61. 4 +54.4 +84.2
+35.2 +32.4 +29.6 +39.0 +51.4 +47.8

+139.2 +126.6 +119.6 +182. 7 +124.1 +252.2
+97.6 +84.6 +74.9 +124.3 +133.8 +172. 1

Annual rates of change, selected intervals

+8.3 +8.7 +8.1 - - - +4.7
+10.2 +9.3 +9. 0 +12.3 +7. 1 +17.4
+8.1 +7.8 +7.4 +9.6 +9.7 +9.6
+7.9 +6.9 +6.2 +10.0 +9.1 +13.0
+6.2 +5.8 +5.3 +6.8 +8.6 +8.1
+9. 1 +8.5 +8.2 +11.0 +8.4 +13.4
+7.1 +6.3 +5.7 +8.4 +8.9 +10.5

I Detail not available. Total for current charges and miscellaneous general revenue was $2,511,000,000

Source: Basic data from U.S. Department of Commerce, Bureau of the Census. Computations and

,rojections by Tax Foundation.

The projections presented here, as well as the related expenditure
levels previously discussed, do not take full account of Federal grants
which may be funneled through State or local governments, but which
seem likely to raise State-local direct outlays without requiring more
non-Federal funds. According to the assumptions, these Federal aids
would reach $30 billion by 1975, an increase of 172 percent in the next
.decade, as compared to a 252 percent rise in the 1955-65 period.

The future estimates assume some decline in the portion of State
and local highway outlays financed through Federal aid, a rise in the
Federal share of welfare spending, some liberalization of the re-
cently enacted education measures which would raise the Federal
Government's share of the total education bill somewhat, and an
approximate tripling of the fraction of Federal aid going to miscel-
laneous or presently unclassifiable functions.

SUMMARY

Responding to several major influences, State and local revenues
in the postwar period rose somewhat faster -than general expendi-
tures. Taxes, the mainstay of State and local revenue systems, financed
the largest part of the rise, but their share in general revenues declined

- :
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somewhat with the fivefold expansion in Federal grants and the sizable
increase in charges imposed upon users of specific services sold by
State and local units. About half of the increase in tax revenues was
due to decisions by State and local officials to impose new taxes or
raise the rates of old taxes. The remaining half represented the auto-
matic response of tax yields to expanding economic growth.

Projections of future revenues, based on the present system of taxes
and rates, indicate that general revenues will rise from $74.3 billion
in 1965 by 98 percent to $146.9 billion in 1975. The projected rise is
smaller proportionately than that of the previous decade (139 per-
cent) largely because the tax projections do not include the effect
of any future tax rate increases and Federal grants are assumed to
grow at a less rapid rate in the decade ahead than in the 1955-65
period.

IX. OVERALL FINANCES

Comparison of the general revenue and expenditure projections
developed in preceding sections indicates that, under the conditions
assumed, aggregate revenues will grow somewhat more rapidly than
spending in the decade ahead, without an increase in tax rates. Table
IX-1 presents data on the state of balance on general State and local
transactions as projected, with past comparisons. Revenues are esti-
mated to exceed expenditures by $2.7 billion in 1970 and $4.9 billion
in 1975.

TABLE IX-1.-Comparison of State and local general revenues aod general
expenditures, actual and projected, selected fiscal years, 1950-75

(In millions]

Deficit (-)
Fiscal year General * General or surplus (+)

revenue expenditures on general
transactions

Actual:
190-- -20,911 22,787 -1,876
1955 -33,724 31,073 +2, 651
1960 -50,504 51,876 -1.372
1965 -74,341 74,954 -613

Projected:
1970 -108,603 105,882 +2, 721
1975 -146,865 141,984 +4,881

Source: Tables VII-i and VIfl-14.

For several reasons, it is necessary to delve further into the financial
operations of State and local governments before evaluating the ade-
quacy of funds for financing general functions. The main factors are:
(1) not all general spending is financed on a pay-as-you-go basis, and
the outlook for debt transactions must be examined; (2) State and
local governments can be expected to increase their holdings- of liquid
assets both as offsets to debt and as working capital, as their scale
of operations expands; and (3) general revenues (and/or borrowing)
pay for some activities not covered under general expenditures.

This section will explore the broader outlook for State and local
finance, taking into account fund requirements in addition to those
for general expenditures. Particular attention will be given the larg-
est of these sources of demand for added funds-debt transactions.

80-491-67-vol. III-7
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DEBT TRANSACTIONS

Gross debt of State and local governments more than quadrupled
in the period from 1950 to 1965, and approached the $100 billion level
as 1965 ended (table IX-2). What is the outlook for the next decade?

TABLE IX-2.-Gross outstanding debt of State and local governments '-Selected
periods, 1950-65

Long term
Total debt

Year ' outstanding Short tena
Total Fufl faith Non-

and credit guaranteed

Amount (millions)

1950 -$24 115 $23, 056 $19, 779 $3, 275 $1, 060
1955 -44, 267 42, 272 30, 539 11,733 1, 995
1960 -69,955 66 801 41,650 25,151 3,154
1965 -99,512 94, 204 56 417 37, 786 5.309

Percent of total

1950 -100.0 95.6 82. 0 13.6 4.4
1955 -3-00.0 95.5 69.0 26. 4. 5
1960 -100.0 95.5 59.5 36.0 4.5
1965- 100.0 94.7 56.7 38.0 5.3

I Data represent debt for all functions, general and nongeneral.
' End of fiscal years.

Source: Basic data from U.S. Department of Commerce, Bureau of the Census, Computations by Tax
Foundation.

There are no universally accepted answers to questions concerning
the propriety or sustainability of a given level of debt. For States
and political subdivisions, the level of general obligation debt is limited
by constitutional or statutory provisions. Other borrowing, however,
is not so restricted and has been resorted to with increasing frequency
in the postwar period. Nonguaranteed debt has risen significantly
in proportion to total debt, from 13.6 percent in 1950 to 38 in 1965
(table IX-2). For practical purposes, it would thus appear that the
existing strictures setting maximum limits to general obligation debt
do not serve as a realistic guide to the future course of total debt.

Most borrowing of State and local units is for the purpose of fi-
nancing capital expenditures. There are strong traditions against in-
curring long-term debt to pay current operating bills, and the practice
is often forbidden by law. The future demand for credit on the part of
the States and localities may thus be expected to reflect prevailing
judgments by those who make the decisions as to the need for capital
funds measured against the cost of carrying credit.1

I Research by Michael D. Tanzer lends support to the widely held notion that the volume
of new debt issues for all State and local governments Is negatively correlated with the
interest rate and positively associated with capital expenditures. He found the Interest
to be considerably more pronounced for State issues, however, than for local. For States.
his findings, for the period 1953 through 1960, also reveal that the volume of new debt
financing was Inversely related to the lagged stock of liquid assets. Michael D. Tanzer.
State and Local Government Debt in the Postwar Period," The Review of Economics

and StatistiiC, vol. XLVI. No. 3 (August 1964), pp. 237-244.
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COST OF CREDIT

Forces largely outside the control of these governments determine
the supply of loanable funds in the capital market and the terms and
conditions under which they may be available to borrowers at large.
State and local government bonds (so-called municipals) in general
receive a preferential rate in the market because of their tax exempt
status under the Federal income tax.2 Despite the combination of a
rising level of borrowing during the postwar period and great diversity
in the concentration of debt, there appears to have been no significant
deterioration in the quality of new offerings in general, at least up to
1960. Research by Roland I. Robinson, based on an analysis of new:-
offerings in the postwar period up to 1960, indicated that Moody's
ratings for these securities were about as high near the end of the dec-
ade as at the beginning.3

No similar analysis of new security offerings is available since 1960.
It is clear, however, that State and local bonds have maintained a
favorable interest differential in relation to U.S. Government and
corporation bonds (table IX-3).

TABLE IX-3.-Government and corporate bond yields,' calendar years 1960-66

[Percent per year]

Government bonds
______ ______ _____ Corporpae

Year bonds
State and United States

local (long-term)

1960 -3.69 4.01 4.75
1961 - 3.60 3.90 4.66
1962 -3.30 3.95 4.61
1963 -3.28 4.15 4. 7
1964 ---------------- 3.28 4.15 4.6
1965 -3.34 4.21 4.64
1966 2------------- - 3.84 4.63 5.28

I Annual yields are averages of monthly or quarterly data Monthly yields are computed as follows: State
and local bonds, general obligations only, based on Thursday figures; U.S. Government bonds, averages
of daily figures for bonds maturing or callable in 10 years or more.

I Month of June 1966.

Source: Board of Governors of the Federal Reserve System.

Another criterion in evaluating the cost of credit is the annual in-
terest cost which must be paid from State and local funds-both in
relation to total personal income (one measure of ability to "afford"
credit) and to total State-local budgets. As the data in table IX-4
reveal, interest costs have moved upward in both respects in the post-
war period. The $2.5 billion annual interest costs in 1965 amounted to
$4.65 per $1,000 of personal income, compared to $1.90 in 1948; and
to 2.86 percent of total State-local expenditures, up from 1.88 percent
in 1948. In relation to both income and total expenditures, however, thre
cost was substantially lower than in 1940, despite rising per capita
costs.

For particular units, financial position Is also an important factor in the cost of credit.
as witnessed by the spread In prices of bond issues according to investment service ratings.
As of June 1966, yields were 3.60 percent on State and local bonds rated Aaa as compared
to 4.16 percent for Baa bonds. Federal Reserve Bulletin, JulIv 1966, p. 1010.

3Roland I. Robinson, Postwar Market for State and Local Government Securities, a
Study by the National Bureau of Economic Research, Princeton University Press, 1960.
p. 65. The author does not attribute this phenomenon to an improvement In general
itate and local credit, however, hut to the fact that government units with the highest

credit ratings borrowed infrequently In the early postwar years but entered the market
more frequently toward the cud of the decade.
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TABLE IX-4.-Selected measures of the cost of interest on State-local debt,' selected
fiscal years, 1940-66

Amount Percent
of State-

local
Year Per total

Total Per $1,000 of expendi-
(millions) capita 2 personal tures

income3

1940 -- $53 $4.94 $8.34 5.81
1948- 399 2.72 1.90 1.88
1950 458 3. 02 2. 01 1.64
1955 ------------------------ 838 5.07 2.70 2.08
1960 ----------------------------------------------- 1,670 9.24 4.16 2.74
1065 - 7 _ 2,490 12. 80 4.65 2. 86

l Includes interest on all debt, general and utility.
2 Based on population at the middle of the fiscal year.
.Based on personal income during the calendar year.

Source: U.S. Department of Commerce, Bureau of the Ceasus.

CAPITAL OUTLAYS AND DEBT FINANCING

Capital outlays of State and local units rose virtually without in-
terruption from $7.4 billion in 1952 to $20.8 billion in 1965. Annual
averages in the first half of the 1960's of $18.1 billion were approxi-
mately twice those of the early 1950's.

Table IX-5 indicates the extent to which borrowing financed these
outlays, as well as the major functions giving rise to security offerings.
Since 1955, slightly more than half of all capital outlays have been
financed through borrowing. Earlier in the 1950's, the portion exceeded
three-fifths.4 As indicated in table IX-5, the major broad functions
:for which debt is occurred are education, utilities (water and sewer,
etc.), roads and bridges, and housing.

TABLE IX-5.-Proceeds of new issues of State and local securities, by purpose, and
capital outlays, annual averages, selected periods, 19652-65

[Dollar figures in millions]

Average per year
Purpose

1952-55 1956-60 1961-65

NEW SECURITY PROCEEDS

New capital, total -$.. .5,565 $6,907 $9,371

Education - 1,309 2,264 3,165
Rtoads and bridges --------------------- 1,500 950 936
Utilities ---- - 899 1,526 2,023
Housing-489 290 571
Veterans' aid -143 268 155
Other purposes -1,222 1,610 2,522

Refunding, total -135 70 644

CAPITAL EXPENDITUIIES

Total, all functions -8,793 13,693 18,13i
New security issues as a percent of capital expenditures 63.3 50.4 51. 7

Source: Basic data from Board of Govemors of the Federal Reserve System and U.S. Department of
Commerce, Bureau of the Census. Computations by Tax Foundation.

-The reduction reflects the declining role of borrowed funds In financing roads and
bridges, following the system of extended Federal highway grants in 1956.
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PROJECTIONS

Given the demand for borrowed funds on the part of State and local
govermnents, and in the absence of undue stringency in the capital
markets, there is no indication on the horizon to suggest that the miar-
ket will not absorb high-grade State-local securities by amounts grow-
ing proportionately with the income from State and local sources.
Since new borrowing is closely related to the volume of capital ex-
penditures, it appears reasonable to assume that the demand for newv
long-term credit will depend upon future capital outlays. Based on
relationships existing in the first half of the 1960's, and projected
capital outlays, long-term borrowing for new capital (excluding re-
funding) wouild rise from $10.5 billion in 1965 to $12.7 billion in 1970
and $15.5 billion in 1975 (table IX-6).

TABLE IX-6.-Capital outlays and proceeds of new State and local security issues,1
actual and projected, selected fiscal years, 1960-75

Amount (millions) all l Percentage of capital outlays financed by
functions I borrowing

Capital Security All Education Highways Other
outlay issues(') functions

Actual:
1960 -$15, 104 $7, 247 4S 0 65.3 15. 9 75. 5
1961 -16,071 8,463 52.6 73.2 18.0 77.7
1962 -16,791 8,568 S. 0 73.9 16.0 77.8
1963 ----- ------- 17, 946 9,151 51. 0 74.5 10.8 83.8
1964 -19,087 10.201 53. 4 74.2 8. 6 93.4
1965-- 20, 771 10,471 50.4 71.5 10.8 8. 6

Projected: 3
1970 - --------------- 26,131 12, 652 48.4 73.4 12.6 82.8
1975 -31,568 15,536 49.2 73.4 12.6 82.8

I Excludes refunding issues.
2 Projections assume new security proceeds will finance the same portion of capital outlays for major

functions as in the average year for the period 1961-65.

Source: Capital outlays from table VII-6; new security issues from Board of Governors of the Federal
Reserve System. Computations and projections by Tax Foundation.

The implications of the foregoing assumptions on total debt out-
standing are shown in table IX-7. Total debt -would rise from $99.5
billion in 1965 to $169.4 billion by 1975, or by an average of about $7
billion a year. Data in this table are based on the assumed continuation
of recent practices with respect to long-term debt retirement, 1r-
financing, the use of short-term borrowing, and the holding of funds
as long-term debt offsets, as well as the borrowing-capital expenditure
relationship. (Further attention will be given to these practices, and
the corresponding fund requirements, in the following section.)
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TABLE IX-7.-Debt transactions of State and local governments, actual and projected,
selected fiscal years, 1960-75

[In millions of dollars]

Long-term debt
Period Total debt Net long-

outstanding l term debt'4
Outstanding Issued I Retired a

Actual:
1955 -$44,267 $42,272 $7,221 $2,351 $38,502
196 -69,955 66,801 7,955 3,458 61,596
1965 -- ------------------ 99,512 94,204 11,249 5,040 85,942

Projected:
1970 -132,257 124,668 13, 124 6,851 113,691
1975 -169,352 159,126 16, 116 8,759 145,070

t Outstanding debt as of the end of the fiscal year.
2 Includes refunding issues.
3 Includes refinancing.
4 Total long-term debt less cash and securities held as debt offsets.

Source: Actual data from U.S. Department of Commerce, Bureau of the Census. Projections by Tax
Foundation.

Net long-term debt (long-term debt minus assets held as offsets)
would thus rise from $85.9 billion in 1965 to $145.1 billion by 1975.
Although average annual growth would continue to mount in actual
size (from $4.9 billion in the 1960-65 period to $6.3 billion in the years
1970-75) the relative growth rate would slacken. This pattern reflects
an extension of trends that have been underway since the midfifties
(table IX-8). Under these assumptions, the size of the net debt would
decline somewhat in relation both to the revenues from State-local
sources and to personal income (table IX-9).

TABLE IX-8.-Changes in net long term debt of State and local governments, actual
and projected, selected intervals, 1940-76

Average annual increase

Interval
Amount Percent
(millions)

Actual:
1940-(5$0 $266 1.5
1950- S-3. 731 14.2
1955-60 -4,619 9. 8
196065- 4, 866 6. 8

Projected:
1965-70 ---------------------------------- 5,5153 5. 7
1970-75 ----------------------------- - 6,276 4.9

I Computations based on debt outstanding at the end of fiscal years.

Source: Computed from data in table IX-7, and earlier data from the same source.
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TABLE IX-9.-State and local net long term debt in relation to revenues and personal
income, adual and projected, selected fiscal years, 1940-75 '

Net long term debt as a
percent of-

Year
State-local
revenues Personal

(own Income
sources) '

Actual:
1940 - 183.4 21.9
1950 -98.1 .7
1955 -126.0 12.4
1960- 125.3 15.4
1965 126.0 16.1

Projected:
1970 - 119.7 1 0
1975 -115.2 15.7

X Debt as of the end of fiscal years in comparison to revenue for fiscal years and personal income for calendar
years

2 General revenue from own sources plus utility revenue, since net long term debt includes utility debt.
Utility revenue is projected according to the rate of increase in 1960-65; general revenues are from table

VIII-14.
Source; Basic data from U.S. Department of Commerce, Bureau of the Census and Office of Business

Economics. Computations and projections by Tax Foundation.

OTHER FINANCIAL CONSIDERATIONS

Thus it appears in general that the projected levels of debt financ-
ing would be within the borrowing capacity of State and local gov-
ernments, on the basis of their expected revenues and total personal
income. Would new security issues in the volume indicated, and the
associated annual requirements for retiring debt, place a financial
strain on State and local governments? Before answering this ques-
tion, there are several additional factors to be considered.

CASH AND SECURITY HOLDINGS

State and local governments typically hold large sums in the form
of liquid assets-cash and security holdings-as offsets to long-term
debt, in bond funds pending the completion of construction, and as
working capital. These funds have risen from $29.3 billion in 1960 to
$44 billion in 1965, an average increase of almost $3 billion per year.
Reserves held against long-term debt have been increased from 7.4
percent of outstanding debt in 1960 to 8.3 percent in 1965, and bond
funds from 8.4 to 9.8 percent of total debt. Other cash and security
holdings have been quite constant in relation to the scale of operations,
amounting to 32 percent of total expenditures (exclusive of social in-
surance systems). If these practices continue, total holdings of cash
and securities would rise to $54 and $70.6 billion in 1970 and 1975, re-
spectively. Table IX-10 presents these projections, by purpose, in com-
parison with data for earlier years.
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TABLE IX-10.-Cash and security holdings of State and local governments, by
purpose, excluding insurance trust systems, actual and projected, 1 960-76 '

jIn millions]

Actual Projected 2
Purpose |

1960 1965 1970 1971

Total -$ 29, 313 $44, 041 $54, 040 $70. her

Long-term debt offsets -5,205 8,261 10,977 14.1 56
Bond funds--, --- - ------.---- 8I2 9, 74 12, 961 1.5900
All other ---- 18,216 26, 016 30,102 39,914

I E nd of fiscal years.
2 Long-term debt offsets and bond funds are projected at the same ratio to total debt outstanding as in

1965. All other holdings are projected to maintain their 1965 ratio to estimated expenditures for general plus
utility purposes.

Source: Actual data from U.S. Department of Commerce, Bureau of the Ceisus. Projections by Tax
Foundations

OTHER OPERATIONS

Some other transactions of government do not enter directly into
Bureau of the Census tabulations of general expenditures, but occa-
sionally augment or draw upon funds derived from general revenues
or borrowing. In particular, there are typical deficits in the operation
of some utility systems-notably water and transit services, profits on
monopoly liquor stores operated in 16 States and a few localities, and
government contributions to employee retirement systems made to
their own systems on behalf of their own employees Projected re-
quirements for each of -these functions are included in the summary
table below.

SUMMARY OF OVERALL FINANCES

Under the assumptions discussed, total requirements for funds versus
available funds are projected as indicated in table IX-11. The sums
available would exceed requirements by $5.1 billion in 1970 and $6.4
billion in 1975.

6 That Is, State government employer contributions to State systems on behalf of State
employees, and local employer contributions to local systems for local employees. Employer
contributions from local to State systems (and vice versa) are included in general expendi-
tures. These transactions are excluded from general expenditures because they represent
interfund transactions; i.e., payments from general funds to retirement systems, for
which separate accounts are kept.
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TABLE IX-11.-Summary of source and use of major State and local government
funds,' actual and projected, selected fiscal years, 1965-75

(In millions]

Projected
Actual _ _1975

1965
1970 1975

Source of funds:
General revenue -$74, 341 $108, 603 $146, 865
Profit on liquor stores -275 275 275
'ew long-term security issues -11,249 13,124 16,116
Other borrowing -1,051 84 981

Total funds available- 6,946 122,886 164,237

Use of funds:
General expenditures -74,94 105,882 141,984
Long-term debt retired- 5,040 6,815 8,759
Employee retirement- 1,794 2,384 2,974
Deficit on utility operations -978 500 500
Additions to liquid assets-4, 769 2,174_ 3,642

Total funds required -87,535 117, 755 | 157,859

Funds available less funds required -- 589 +5,131 +6,378

I Excludes receipts, expenditures, and liquid assets of social insurance systems; utility and liquor store
operations are entered on a net basis. Also excludes some interfund and other transactions not detailed
separately in Bureau of the Census reports.

2 Net increase in total debt outstanding minus the difference between long-term debt issued and retired;
presumably represents changes in short-term debt and some timing differences as between refinancing issues
and refunding transactions.

Source: Actual data from U.S. Department of Commerce, Bureau of the Census. Projections by Tax
Foundation.

These indicated "surpluses" suggest that, if receipts and outlays
on current accounts materialize at projected levels, State and local
units may not be required to resort to borrowing for capital purposes
at the same rate as in the first half of the 1960's. On the other hand,
the indicated levels of debt do not appear to exhaust the potential
recourse to new debt financing if needed (i.e., on the basis of projected
revenues and personal income).

Moreover, the projections of tax collections are based on taxes cur-
rently in effect, with no change in overall rates. Such an assumption
does not rule out the imposition of new taxes and the raising of rates
in some areas, so long as they are counterbalanced by corresponding
reductions elsewhere. Nor does the general assumption of a constant
tax structure necessarily preclude a change in the mix of taxes; i.e.,
reducing some taxes and increasing others, so long as the effective rate
in relation to income remains relatively constant.

Indeed the outlook in all respects indicates room for greater dis-
cretion on the part of State and local officials in shaping taxation
and debt policies-the opportunity to choose among alternative means
of financing to perhaps a greater extent than ever before in the post-
var period.

Appendix A: ASSUMPTIONS AND 'METHODOLOGY

Assumptions as to the major institutional, economic, and demographic forces
underlying the projections presented in this study are discussed in sections I and
II of the text, and the corresponding levels of population, employment, prices,
and output appear in table 11-4. Table A-1 below provides data on the rates
of change in the projected levels of activity, in comparison with previous periods
in the postwar years. This particular combination of growth rates for the sev-
eral components of output-labor force participation rate, employment, pro-
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ductivity, and average weekly hours is not an essential factor in the assumptions,
but illustrates one way in which the assumed overall growth rate could ma-
terialize. The basic assumption is that gross national output will rise about
4 percent per year in real terms. Since unemployment is held constant in this
model at the rate prevailing in 1965 (4.5 percent), the projected levels of
activity are less than the potential under a full capacity, or full employment,
model.

TABLE A-1.-Implicit annual rates of change in projected series compared with
postwar changes, selected intervals, 1948-76

Annual percent change over interval (1)

Series Actual Projected

1948-60 1960-65 1905-70 1970-75

Population-1. 760 . so ! .10 1. l21
Labor force - ------------------- 1. 26 1.40 1.94 1. 73
Civilian employment -1.00 1.00 2.00 1. 81
Unemployment -- -- -2.8 ---- -------- 4.50 -2. 19 1. 49
Productivity -- 3. 0 3.3 2. 0 2. 6
GNP in constant dollars -3. 5 4. 7 4.0 3. 9
GNP price deflator 2. 2 1. 4 1. 7 1.
GNP in current dollars . --- .8 6. 2 3. 8 5. 5
Personal income in current dollars 5.5 5. 9 5.8 a. a
Personal income per capita 3. 7 4. 4 4. 6 4. 2

1 Initial to terminal year; compound interest formula. Changes are all positive, except as noted.
Source: Computed from data in table II-4.

Among several alternative projections of population available in the new
series of the Bureau of the Census, U.S. Department of Commerce, series C
has been selected for this study, since birth rates through mid-1966 appear to have
conformed best to indicated trends for this series. Table A-2 below indicates what
the actual future population levels would be under other assumptions, as well
as how the 1966 revised projections compare with those published 2 years earlier.
The range of growth in the revised series for the decade, 1965 to 1975, is from
10 to 16.9 percent, about two percentage points below the 1964 projections.

TABLE A-2.-Alternative projections of total population, 1970-75 1

Number (in millions) 2 Percent change

Series Annual rate
1970 1975 | Total,

1965-751965-70 1970-75

New series:
A 203.9 227.5 +1.4 +1.7 +16.9B. 207.1 223.0 +1.3 +1.5 +14.6
C 205.3 218.3 +1. 1 +1.2 +12.2
D. ------------------------------------- 204.1 214.1 +1. +1. +10.0

Old eeries:
A 221.4 230.4 +1.7 +1.7 +18.4
B. 209.0 225.9 +1.4 +1.6 +16.1
c 206.1 220.1 +1.2 +1.3 +13.1
D 205.9 218.9 +1. 1 +1.2 +12.5

I As of July 1. Includes armed forces abroad. The range of projections reflect primarily different assump-
tions concerming fertility rates.

2 Population as of July 1, 1965, estimated at 194,600,000.
Source: U.S. Department of Commerce, Bureau of the Census; revised series from Current Population

Reports, series P-25, No. 329, March 1966; old series from series P-25, No. 286, July 1064.
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EXPENDITUIRE PROJECTIONS

Projection techniques differ somewhat for the several functional categories,
depending upon the nature of programs and the availability of specific measure.
ing devices. In the fields of education and public welfare, the approach has been
to estimate caseloads based on age, income, or other classifications of popula-
tion; to project expenditures per case, with separate adjustment for costs and.
for prices per case. Total expenditures reflect the product of estimated case-,
loads and expenditures per case. All expenditure projections have been con-
structed according to the respective functional definitions of the Bureau of the
Census, although the original source material was often derived from, or sup-
plemented by, data of other agencies.

EDUCATION

Projections for local schools, higher education, and other education were
developed separately, and different methods were used in projecting capital and
current operating costs.

Local Schools. Enrollment estimates were adapted from data published by the
U.S. Office of Education, adjusted by Tax Foundation according to the 1900
revisions in population projections (series C) of the Bureau of the Census. The
basic assumptions are: 98 percent of the population aged 5 through 17 will
attend school; 85 percent of them will enroll in public schools, and there will be
no change in the portion of enrolled students attending daily (now about 93
percent).

Current expenditures per pupil in average daily attendance are projected
according to assumption III, in table 111-10; i.e., per pupil expenditures in
constant dollars will increase at the same rate as in the period from 1959 to
1964 (4 percent annually). Current dollar equivalents were obtained by adjust-
ing the resulting data for the assumed rise in general prices (1.8 percent per
year, 1965-70, and 1.5 percent, 1970-75). Total current operating expenditures
represent the number of students in average daily attendance times projected
current dollar costs per student.

Capital outlay projections were adapted from projections of the U.S. Office of
Education, adjusted by Tax Foundation for recent population revisions and
for the general assumptions of this study regarding future capital costs. Details
are shown in table III-11. The projections envisage the construction of all
average of 58,600 new classrooms a year throughout the period 1965-75. The
large majority-47,400-represent additions associated with current replace-
ment (abandonments), migration, consolidation of school districts, and reduc-
tion of crowded and unsatisfactory rooms; this is a substantial increase over
the previous 10 years, when construction for these purposes averaged only 26,200
a year. In view of declining enrollment growth, the Office of Education estimate
of the number of classrooms to be constructed for enrollment increases during
the 1965-69 period is reduced to about one-half that of the previous 5-year period.
Since this study projects an absolute decline in numbers enrolled between 1970
and 1975, the Office of Education projections associated with enrollment in-
creases-19,000 per year-have not been included in the Tax Foundation projec-
tions. In arriving at the current dollar totals, the adjusted Office of Education
constant dollar expenditures have been raised to allow for an assumed rise in
capital and construction costs of 3 percent per year throughout the 1965-75
period.

High-er Education. Enrollment estimates are those of the U.S. Office of Educa-
tion, as shown in table III-16. Projections by that agency are based on the con-
tinuation of the 1954-64 (linear) trends in (a) attendance rates of population
aged 18 to 21 years, and (b) entrance rates of the 18-year-old population-all
projected separately by sex and by type and control of institution. Full-time
equivalents are based on the 1964 ratios of full time to total enrollments by
type of institution, control, etc. (Under these assumptions full-time equivalent
enrollment would constitute 83.1 percent of total enrollment in 1969 and 78.9
percent in 1974.)

Current expenditures per student, full-time equivalent, are projected accord-
ing to assumption III, table III-14; i.e., the real costs per full-time equivalent
will increase at the rate experienced in 1959--4 (3.2 percent annually). Total
current expenditures for higher education represent the product of cost per full-
time student and the number of students.
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Capital outlay projections are those of the U.S. Office of Education, adjusted
by Tax Foundation for the assumed construction cost increase of 3 percent an-
iually. The Office of Education assumptions are: (1) For increased capacity,
based on the experience of school years 195464, average capital outlay from
all sources will increase by $6,363 (1963-64 dollars) per increase in full-time
equivalent students in publicly controlled institutions (2) For replacement and
rehabilitation, capital outlay is projected at 1 percent of the value of plant to
be replaced or rehabilitated each year.

Projections for other education assume that both current operation and capital
outlay will grow at rates slightly higher than higher education in the decade
from 1965 to 1975, as a result of increasing emphasis on adult education and
retraining largely under Federal-State programs.

PUBLIC WELFARE

Different procedures were used in the projection of the major components of
public welfare expenditures, principally cash payments for income maintenance
under the categorical public assistance programs and medical vendor payments.

Cash Payments. Total payments (table IV-6 are derived as the product of the
projected number of recipients in each categorical program and estimated
average money payments to each recipient. The number of recipients (table
IV-5) is based on the assumed continuation of the 1960-65 trend in recipient rates
(recipients in each program per 1,000 population in the age group aided),
adjusted to eliminate the effect of program and policy factors influencing the
1960-65 trend. Average payments per recipient are projected by adding $2.50 to
the 1965 average monthly payments for OAA, APTD, and AB, and $1.25 to aver-
age monthly payments for AFDC recipients (reflecting the increase in the Fed-
eral share in these programs beginning January 1, 1966). The adjusted amounts
were then raised on the assumption that further increases would correspond to
the rise in consumer prices. The resulting averages by category were adjusted
to an annual basis, and summed.

Medical Vendor Payments. The assumptions behind the projections of medical
payments (table IV-10) are discussed in the text, page 64. Estimates were de-
rived separately for the estimated recipients of cash payments (the indigent, by
category) and for the medically indigent. For the former category, the number
of recipients was computed as described above. For the medically indigent, it
was assumed that 19 million of the poor and near poor under age 65 would be
eligible by 1970 and all in that group (30.9 million) by 1975. (Note that addi-
tional legislation at both the Federal and State levels would be required for
this assumption to materialize, since present laws do not permit Federal participa-
tion in aid to ablebodied persons in the ages 18 through 64.)

For all except fhose receiving OAA and APTD money living allowances, medi-
cal payments per recipient are based on a projection of 1964 per capita medical
costs, adjusted in two ways: (a) to bring medical outlays for the poorest one-
fourth of the population up to the level of the remainder and (b) for the as-
sumed continuation of past trends in per capita medical costs (5.5 percent per
year). With these adjustments, costs per eligible member of the population (un-
der 65) would rise to approximately $300 annually by 1975.

For those receiving APTD cash allowances, medical payments are already
higher than the average for the population at large. For that group, 1964 medical
payments per recipient were increased to allow for rising medical prices in the
next decade. Vendor payments for OAA recipients were projected separately,
taking account of the new hospital and medical insurance program; the amounts
projected iinlude only the estimated deductible items and insurance premiums
under the new system.

HIGH WAYS

Projections for current and capital highway outlays were developed by differ-
ent techniques, utilizing detailed information by type of road system published
by the Bureau of Public Roads. Estimates so developed were adjusted to a Bu-
reau of Census basis. (See Table IV-7.)

Current Eopenditures. The largest component of current expenditures-main-
tenance outlays-are projected to rise by about three-fifths from 1964 to 1975,
with an estimated 8-percent increase in total mileage and a 50-percent rise in
maintenance costs per mile. These estimates project experience in the period
1959-65, when maintenance costs per mile (in current dollars) rose at the rate of
3.8 percent annually. The 1975 projection assumes per mile maintenance costs of
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$1,271, as compared with $845 in 1964. Estimates of other current expenditures-
primarily administration and research-assume an annual rate of increase of
6 percent per year, somewhat higher than the recent rate of 5.6 percent, in view
of increasing emphasis on research in highway planning. In total, current operat-
ing expenditures are projected to rise by an annual rate of 4.8 percent per year,
2964-75, as compared with 4.6 percent per year, 1958-64.

Capital Outlays. The projections foresee a level of spending on either the pres-
ently designated interstate system, or additions to the system, roughly equiva-
lent to 1964 spending levels in current dollars (about $3.4 billion). In view of
expected future price increases, the physical volume of construction, land acquisi-
tion, etc., on this particular system would, under these assumptions, decline some-
what. For all other roads-the Federal-state ABC system, other State, and other
local roads-capital outlays are projected to rise more rapidly than in the 1958-
64 period-3.8 percent per year from 1964 to 1975, in comparison with 2.4 percent
per year in the period 1958-64.

HEALTH AND HOSPITALS

Expenditures for health (table V-11) are projected on the assumption that per
capita constant dollar expenditures will continue to rise as in the period 1960-65,
population will rise at rates of 1.1 and 1.2 percent per year in the succeeding
5-year intervals following 1965, medical care prices will increase by 3 percent
per year (as compared with 2.6 percent in the 1960-65 period), and factors other
than population and prices will exert the same weight as in the first half of the
1960's (rising at the rate of 2.9 percent per year).

For hospitals, projections are based on an extension of recent trends in expend-
itures for current operations of general hospitals and psychiatric and tuberculosis
hospitals separately, taking account of population, prices, and other factors. For
current expenditures of general hospitals, projected rates of growth are 7.5 percent
per year; for psychiatric and tuberculosis institutions, 8.1 percent per yeqar.
Since there has been no perceptible direction in the trend of capital outlays,
capital spending is held constant in 1970 and 1975 at 1965 levels, adjusted for ap
assumed increase of 3 percent annually in construction costs throughout the pro-
jection period.

OTHER EXPENDITURES

Expenditures for other general functions (table VII-1) are projected by ex-
trapolating the income elasticity of expenditures for each function according to
the 1960-6S experience; that is, the trend in the ratio of spending to personal
income is assumed to continue as in that base period.

Capital outlays for nongeneral functions (table VII-6) are projected at rates
of constant-dollar increase experienced in 1960-65, adjusted for the general as-
sumptions of the study concerning future construction cost increases.

Estimates of employment and payrolls of State and local governments (table
VII-8) assume that salaries and wages will continue to rise at the same rate as
current operating expenditures for education and other functions separately.;
and that average earnings per full-time equivalent worker will rise at the same
rate as in 1960 through 1965.

GENERAL REVENUES

Tax receipts (table VIII-11) are projected by holding constant the overall
structure of taxes imposed and stipulated rates at their 1965 levels, adjust'ed for
changes enacted in State taxes by early 1966. Revenues were projected for each
tax according to the personal income elasticity experienced in recent years
(table VIII-10).

Revenues from current charges and fees, in general, are assumed to increase
in proportion to associated expenditures as in the period from 1960 through 1965.;
the total would rise from 11.2 percent of expenditures in 1965 to 13.3 percent by
1975. Ratios for some functions would increase, others remain constant or decline.
The ratios of receipts to expenditures are as follows for 1965 and 1975 respec-
tively (in percent): total. 11.2 and 13.3; education, 11 and 13; highways, 6 in
both years; hospitals, 30.3 and 55.5; housing and urban renewal, 36.6 in both
periods; and all other, 9.5 and 8.3. The large increase in hospitals reflects pro-
jected increases in receipts from paying patients under 1965 amendments to the
Social Security Act.

Any estimates of future Federal grants are to a large extent arbitrary. As
noted in the text, pages 109-111, projections of Federal aid in other studies indi-
cate grant-in-aid levels of $45 to $60 billion by 1975. In this study projected
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amounts are $20.3 billion in 1970 and $30 billion in 1975 (table VIII-14). These
amounts are those which are directly associated with expenditure projections.
The projections assume that Federal grants will rise from 14.S percent of State-
local general expenditures in 1965 (and an estimated 17.1 percent in 1967) to
19.2 and 21.1 percent, respectively of projected expenditures in 1970 and 1975.
The ratio of grants to expenditures for the major functions for 1965 and 1975
respectively are (in percent) : education, 5.8 and 15.4; highways, 32.7 and 27.5;
public welfare, 49.1 and 55; housing and urban renewal, 54.1 and 60; health
and hospitals, 5.4 and 16.5 (primarily as a result of future Federal participation
in State-local payments for mental and tuberculosis hospital patients) ; and aids
-under miscellaneous (or presently unclassifiable) functions, 6.3 and 15.

OVERALL FINANCE

New security issues are projected on the assumption that borrowing will fi-
nance the same portion of capital outlays for each major function as in the
period 1961-65. (See table IX-6).

-Short-term debt outstanding is projected to rise by $456 million annually,
which is the average increase experienced in the period 1961-65. Long-term debt
issued is the total of projected new security issues and refunding issues. The
amount of long-term debt retired is assumed to be 5.758 percent of long-term
debt outstanding in the previous year, according to recent practices. The annual
difference between debt issued and debt retired is added to debt outstanding in
the succeeding year.

The amounts to be added annually to liquid assets are interpolated from data
in table IX-10. Footnote "b" in that table furnishes the basis for computation.

Projections of other sources and uses of funds (table IX-11) are based on
recent experience. Profits on liquor stores are held constant at 1965 levels. Deficit
on utility operations is assumed at $500 million for both 1970 and 1975, since
experience reveals that relatively large deficits (e.g., $978 million in 1965)
are generally followed by sharp downward adjustments. Contributions to em-
ployee retirement systems (out of general funds) are estimated to increase
by $118 million annually, based on recent trends.

Appendix B: COMPARISON WITH OTHEIR STUDIES

Recent comprehensive studies of the outlook for State and local government
finance to 1970 have been prepared under the auspices of the Council of State
Governments.' Further, the outlook for educational expenditures to 1970 and
1975 has been examined by the Office of Education, U.S. Department of Health,
E ducation, and Welfare.0 Material presented below provides a comparison of the
projections in these two studies with those of the Tax Foundation. Since all
three sets of projections involve numerous detailed and explicit assumptions,
no thorough discussion of the differences can be attempted here. Nevertheless,
this summary treatment illustrates the effect on projected levels of activity of
-several alternate sets of assumptions.

Council of State Government8. Table B-i presents a comparison of the Council's
expenditure projections for 1970 with those of the Tax Foundation. Although there
is variation among functional groups, the Council's total estimates for calendar
year 1970 ($108.3 billion) are virtually identical to those of the Tax Founda-
tion, when the latter are adjusted to a calendar year basis. In both instances, the
overall growth rate in current prices is 7.2 percent per year from the base year
to 1970. The greatest differences are in higher education (discussed below) and
'highways and streets, for which the Council's projections are significantly higher
than those of the Tax Foundation, and in public welfare and miscellaneous gen-
eral functions, for which the Tax Foundation's projections are substantially
higher than those of the Council.

'Publlshed in a series of separate reports, and summarized In Selma 'Mushkin and
Gabrielle C.. Lupo, "Project '70: ProjectIng the State-Local Sector," for publication In a
'fortheoming issue of Reviewe of Bcoionmics anad .Statistics.
' 'O Publlshed In Projections of Educeational Stati8tics to 1974-75, 1965 edition, Wash-
logton, 1965.
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TABLE B-i.-Compari8on of projected levels of State and local government general
expenditures, 1970 '

[In billions]

Council of Tax founda-
Function State gov- tion

ernments

Total, general expenditures -$------- $108.3 $105.9

Education, total - ------------- -------------------------------- 44.6 41.5

Local schools -31.0 30.4
Higher education -12.1 9.8

Highways, total- 10.2 14.1

Current -5.7 4.8
Capital -10.4 9. 2

Public welfare -7.1 10.9

Cash assistance - 4. 4 4. 6
Mledical vendor payments -1.8 4.5
Other-.8 1.8

wealth - -1.2
Hospitals -6.4 6.3
Police and fire -5----- _____-_------------------------------------------- 6.1 5.3
Interest on general debt --------- 3.6 3.7
Sewerage and sanitation -3. 5 3.3
All other general ' -18.5 19.7

1 Projections of the Council of State Governments are for calendar year 1970; those of Tax Foundation
are for fiscal year 1970.

2 Includes general control, housing and urban renewal, natural resources and parks, and other general.

Source: See text.

Projections of tax collections (table B-2) in the two studies are also very
similar in total. Since the Tax Foundation projections are based on 1965 tax
structures, and include new major State tax changes, enacted through calendar
1965, the Council's projections from a 1963 base year indicate a somewhat higher
automatic response of taxes to general economic growth than do those of the
Tax Foundation. The difference is most evident in the case of the property tax,
for which the Council's calendar 1970 projections are $3.4 billion higher than
Tax Foundation's fiscal 1970 estimates.

TABLE ,B-2.-Comparison of projected levels of State and local government tax
collections, 1970 1

[In bhilions]

Council of Tax
Tax State foundation

governments

Total taxes - -------------------------------------------------- $- 70.3 $69.6

Individual income ---------- 6.6 6.3
Corporation income -_-- 2.3 2.7
Property ----------------------------------------- 33.0 29.6
Sales and gross receipts, total -21.9 21.9

General - ---- ---------------------------------------------- 10.7 10. 8
Selective, total ------------- 11.2 11.1

Motor fuel ----------- 5------------------------------------ 5.2 5.2
Tobacco ------------------------------------------- 1.7 1.6
Alcoholic beverage ------- ----------- ------------------- 1.3 1. 1
Other -3.0 3.1

Motor vehicle and operators' licenses- -2.42
All other -4.2 4.5
Additions since 1965 -------------------------------------------- -- 2. 3

'For notes and sources, see table B-1.
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The treatment of the overall financial state of balance in the two studies differs
somewhat. (See table B-3.) The Council's estimates treat the amount of bor-
rowing as a residual, depending upon the outcome of revenues under a range
of high and low assumptions for general revenues from own sources and from
Federal grants-in-aid. Under the "high revenue" illustration, balance could be
attained, according to these estimates, with borrowing equal to $13.9 billion.
Under the "low revenue" illustration, borrowing would reach $19.6 billion. Tax
Foundation procedures did not include a range of estimates-for either revenues
or expenditures; further, the estimates of borrowing were computed directly
as a function of projected capital expenditures and not on the basis of a pro-
jected gap in general income and outgo.

TABLE B-3.-Comparison of projected levels of overall State and local government
finance, 1970 5

[In billions]

Council of Tax founda-
State gov- tion
ernments

Source of funds:
General revenue, own sources, including net liquor store profits:

Illustration I -86.4 4 8.e
Illustration I -84.3

Revenues from Federal Government:
Illustration I -22.1 20.3
Illustration II -18.5

Total borrowing:
High revenue illustration - -13.9 14.0
Low revenue illustration -19.6

Total funds available -122.4 122.9

Use of funds:
General expenditures -108.3 105.9
Debt retired -7.5 6.8
Contribution to employee retirement -2.5 2.4
Deficit on utility operations- .6 .5
Additions to liquid assets - 3.5 2.2

Total funds required - 122.4 117.8

Funds available less funds required -- 5.1

I For notes and source, see table B-i.

. openditures for Education. Table B-4 provides a comparison of the major
elements of projected expenditures for education by the Council of State Govern-
ments to 1970 and by the U.S. Office of Education for both 1970 and 1975 with
those of the Tax Foundation.
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TABLE B-4.-Comparison of projected expenditures for education in several studies,
1970 and 1975

1 1970 1975
Series Unit 1

CSG f HEW TF HEW| TF

Local schools

School age population -Millions -53.0 53.0 53. 0 55.3 51.7
Enrollments -do -44.8 44.8 44.2 47.1 43.0
Average daily attendance - --- - do -41.2 41.4 41.1 43. S 40.0
Current expenditures per pupil in ADA Dollars -672 659 650 806 S52
Total current expenditures -- ---- - Billion dollars 27. 7 27.3 26.7 35.3 34.1
Capital expenditure -do -3.3 3. 7 3.7 4.2 3. 0
Total expenditures -do -31.0 31.0 30.4 39.5 37.1
Additional classroom construction - Thousand rooms- 65.3 68. 8 68.8 67.4 48.4

Higher education

Enrollments 2 -Millions - - 5. 4 4.6 4. 6 5.9 5.9
Full-time equivalent a - do 4 4. 5 3.8 3.8 4. 7 4. 7
Current expenditure per full-time equiva- Dollars- 1, 900 2,400 2,033 2, 900 2, 557

lent.
Total current expenditures- Billion dollars - 8.6 9.2 7.8 13.4 11.9
Capital expenditures -do -3.5 2. 0 2.0 2.1 2.1
Total expenditures - -------- ----- do -12.1 11.2 9.8 15.5 14.0

1 Initials in column headings refer to Council of States Governments (CSG); U.S. Department of Health
Education, and Welfare (HEW); and Tax Foundation (TF). Projections published by HEW in constant
1963-04 dollars have been converted to current dollars according to the assumptions of the TF study. Calen-
dar year for CSG; school year for HEW and TF. HEW data are on a different basis from the Bureau of the
Census concept used in the other 2 studies. For local schools the differences are small. For higher education,
there are large disparities; e.g., 1965 current expenditures as defined by HEW were some 27 percent higher
than the census data.

Degree-credit fall enrollment.
'Degree-credit, full-time equivalent.
4 Estimated by Tax Foundation. Based on the relationship of total fall enrollments and full-time equiva-

lents in HEW projection.

Source: See table B-l.

For local schools, there is relatively little difference between the three sets
of projections in 1970. For 1975, the Tax Foundation projections are lower than
those of the Office of Education primarily because of Tax Foundation's use of
the recently revised population projections of the Bureau of the Census (see
text, pp. 26-27), which would lead to a decline in public school enrollments be-
tween 1970 and 1975. Despite the assumption of substantially higher per
student current outlays in the Tax Foundation estimates, this decline in numbers
reduces total current expenditure projections by $1.2 billion below those of
the Office of Education. As noted in the text, page 44, Tax Foundation has in-
corporated the Office of Education projections of capital outlays, except that the
additional needs associated with growing enrollments were subtracted for the
period 1970 through 1975.

Projections in the three studies are at somewhat greater variance for
higher education. For 1970, the Council of State Governments foresees higher
levels of enrollment than those indicated in the Office of Education estimates
(also used in the Tax Foundation projections), somewhat lower current costs
per enrollee but more capital construction than the other studies. For 1975,
the Office of Education current outlays exceed those of the Tax Foundation by
about $1.5 billion. This divergence, however, reflects the use of different defini-
tional concepts (see note "e," table B-4). The Office of Education estimates, based
on 1955-65 trends, indicate a 107-percent constant dollar increase in current
expenditures from 1965 to 1975; the Tax Foundation projections-on the Census
basis-foresee a 130-percent constant dollar increase in the same period.
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1. T1IE OBJEcrIvEs OF THis STUDY AND ITS MAIN FINDINGS

The fundamental problem of Federal-State-local fiscal relations to-
day is the apparent disparity between the budgetary outlook of the
Federal Government on the one hand and that of State and local gov-
ernments (both individually and in the aggregate) on the other. That
is, the Federal Government operates with a highly responsive and pro-
ductive revenue system combined with limited responsibilities for
civilian public expenditures. This combination has permitted the
Federal Government to substantially cut tax rates in a variety of
ways, but massively in total, while gradually expanding its program
activities, in the past 5 years.

State and local governments, in contrast, bear the initial and con-
tinuing responsibility for providing the public services and facilities
closely associated with a growing population, increasing urbanization,
and the rising standards to be expected of an affluent society. As Table
I shows, in the past decade, State-local expenditures have increased
roughly twice as fast as the national economy has grown (even after
allowance for greatly increased Federal aid 1), and this rate of in-
crease shows no sign of abating. At the same time, State-local revenue
sources on balance are far less responsive to the economy's growth
than are Federal revenue sources; substantial increases in tax rates
and the widespread adoption of new taxes have been necessary to
finance the rise in State-local expenditures.

TABLE 1.-State-local expenditures in 1963-64!,and changeIsinceJ195411
[Dollar amounts in billions]

Fiscal years ending Percent increase over fiscal
July 1, 1963, to June 30, 1964 years ending in 1954

Function

State-local State-local Expenditures
expenditures Federal aid expenditures less

Federal aid

Education -26.5 1. 7 151 147

Health, hospitals, and welfare - 10.7 3. 3 95 89

Highways -11.7 3.6 111 61

Services essentially urban in character I 12.2 .7 104 93

All other -13.3 .8 132 133

Total, general and utility expenditures' 74.4 10.0 123 112

Exhibit: Increase in GNP, 1953-63'- 60

t From U.S. Bureau of the Census, Goveronient Finances in 196344 (May 1965) and 1962 Census of Gov-

ernments, vol. VI, No. 4, Historical Statistics on Goyernmental Finances and Employment (1964). A

change in the period covered by Census Bureau reports explains the 1954 and 1963-64 comparison. It appears

that, in dollar terms, 196344 is roughly 9.8 years later than 1954 for State-local finance overall magnitudes.
' Police and fire protection, water supply and sanitation, local parks and recreation, housing and urban

renewal, transportation except highways (transit, airports, port facilities, parking), and gas supply tlilities.
' Exciuding expenditures for liquor monopolies and social insurance trust funds.

Survey of Current Business, July 1964.

'HEalf of the increase in Federal aid in the 1954-64 decade was for highway purposes.
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Does this apparent contrast between the Federal and State-local
sector outlooks require new arrangements for large-scale sharing of
plentiful Federal revenues with hard up State-local governments?
The primary objective of this study is to provide some guidance on
this question by analyzing the capacity of State and local governments
to finance the perspective increase in their expenditures over the next
decade from their own fiscal resources, that is, without major changes
in the existing structure of Federal-State-local fiscal relations.

In reality, of course, State and local governments will strike a finan-
cial balance at some level, whatever is done about Federal aid or tax
sharing. That is, if the revenue bind is a severe one, State-local ex-
penditures will be lower a decade hence than they might otherwise be,
an outcome which some perhaps might welcome. A repetition of the
past decade's experience appears more likely, however, with State-
local expenditures rising rapidly compared to the productivity of
present State-local revenue systems, and the gap filled by substantial
and widespread tax increases. The problem with this solution is that
present State-local revenue systems are poor ones in many respects,
with adverse effects on the level, composition, and geographic loca-
tion of investment and consumption.

This then suggests a second objective for this study: an examina-
tion of the kinds of State-local tax increases which are conceivable,
a forecast of which of these are most likely to occur, and an appraisal
of which of these are most desirable from the standpoint of national
and local economic development. The "fiscal drag" argument aside,
much of the case for Federal tax sharing or unconditional grants rests
on the well-founded suspicion that the most likely State-local increases
are relatively undesirable ones.

THE SETING FOR THE PROJECTIONS

The projections in this study assume overall price level stability,
prosperity in the actual years used as "target" dates (1970 and 1975),
and continued moderately rapid economic growth. Specifically, the
3.75-percent average annual growth rate used by Murray Weidenbaum
in his paper on the Federal budget outlook, prepared for CED, is
utilized here as well. In addition, some attention is paid to the effect
on State-local finance of somewhat faster and slower rates of growth.

A fair degree of institutional stability is also assumed. That is,
trends in expenditures are based on the evidence of the recent past,
trends in such underlying factors as population, and the maturing
of programs now in their early stages. No large wholly new programs,
not now in view, are provided for in these projections; the global
nature of the projections, however, allows for new programs with low
expenditures in the next decade. This is not a wildly unrealistic as-
sumption; the huge increase in State-local expenditures since the end
of World War II has involved few large wholly new activities, but in-
stead is explained largely by increasing costs and workloads and by
expansion and enrichment of programs readily discernible as of the
late 1940's.

Similarly, it is assumed that Federal programs, and grants to State-
local governments in particular, will consist almost entirely of those
expected to be on the statute books by the end of this session of Con-
gress. In view of the large amount of new legislation recently, it seems
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reasonable to expect that, while Federal aids will grow substantially,
this growth will largely reflect the expansion of existing and re-
cently adopted programs, rather than wholly new ones.

THE MAIN FINDINGS

1. If State-local expenditures continue to increase as rapidly as
they have in the recent years of overall price level stability, expendi-
tures in 1975 will be more than double the level of 1963-64. However,
expenditures for education and highways, which account for more
than half State-local expenditures, should increase less rapidly than
in the recent past. In education, the reason for this is that the rate of
increase in enrollments-at all levels-is expected to taper off. As for
highways, the overall magnitude of the program is more or less set,
since the Federal program heavily influences expenditures and the
latter is unlikely to change greatly before 1975. On balance, there-
fore, a slowver rate of growth is a reasonable expectation for State-
local expenditures in total. The "most likely" projection, shown in
table 2, provides for an increase of $54 billion from 1963-64 levels,
or 75 percent.

TABLE 2.-Summary of "most likely" projections for 1975

[In billions of dollars]

Item 1963-64 1974-75
actual I projected

Revenues:
Tax revenues 2_ _ .......................................................... 41.9 ' 67.2
Federal aid -10.0 19.9
Program-associated receipts 4 -19.7 31. 1
Other-1. 7 2.0

Total -73.3 120.1

Expenditures:
Program expenditures 5 -71. 5 8 125. 6
Additional requirements -12.6 19.0

Total -------------------------------------------------- ---- 84.1 144. 5
Long-term debt issued -11.2 813. 6

Net deficit -- 10.8

' Based on Census Bureau data; partly estimated.
2 Excludes highway-user taxes; includes net liquor profits.
'At constant tax rates, with 3.75 percent GNP growth rate.

User taxes, charges. fees, special assessments, etc.
8 Excludes debt service transactions.

"Model" providing for some improvement.
7 Debt service, additions to balances, and Government contributions to employee retirement funds.
8 Assumes market absorbs net increase of $6,000,000,030 a year in State-local indebtedness.

NOTE.-Detail may not add to totals, because of rounding.

2. At a 3.75-percent average annual rate of growth in the economy,
revenues from existing State-local general taxes are likely to rise by
60 percent, or $25 billion, by 1975. Alternative reasonable assumptions
on the GASP growth rate do not affect this outlook greatly. A one-
fourth percentage point difference in the assumed growth rate changes
the 1975 projection by $1.7 billion; a one-half percentage point dif-
ference, by $3.4 billion. Thus even a 4.25-percent growth rate, which
is historically very high for long periods, results in an increase in tax
revenues of less than 70 percent.
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3. Federal aid and receipts. associated with particular programs-
highway user taxes and charges and other user fees and charges-
currently provide large revenues in addition to general taxes. It is
likely that these will continue to increase rapidly, and that Federal aid
for specific programs will double by 1975.

4. However, increases in tax revenues at constant rates plnus sub-
stantial increases in both user charges and conditional Federal grants
will not be sufficient to cover expenditures, despite the marked slack-
ening in the growth rate of the latter. As table 2 shows, a gap of nearly
$11 billion remains, to be filled either by brandnew Federal grant ar-
rangements or by increased State-local tax rates and the adoption of
newv forms of taxation.

5. In the postwar period, the most popular form of new and in-
creased taxation at the State-local level has been the general sales
tax. With the adoption of a statewide sales tax in New York this
year, sales taxation now applies in areas accounting for more than 85
percent of personal income in the United States. Thus. even if the
sales tax becomes universal (as is likely), the anticipated gap will not
be closed.

6. State (and local) income taxation is less widespread than sales
taxation but does apply to more than half the income generated in
the country. Moreover, in recent years, there have been few new adop-
tions of State income taxes and rate increases have also not been wide-
spread. Apparently, heavier use of both corporate and individual
income taxation has been inhibited by fears of the impact on the loca-
tion of economic activity, in part because the high income tax rate
States have not been among the most rapidly growing ones.

7. If all States did in fact use both sales and income taxation at
rates somewhat above the average now prevailing, the revenue gap
shown in table 2 would be closed for the country as a whole (al-
though not necessarily for all States). However, this does not appear
to be the most likely outcome. Instead, the path of least resistance po-
litically seems likely to be isolated adoptions of various types of new
taxes and tax rate increases plus substantial and general increases in
property tax rates nearly everywhere. The defects in the property
tax are many; not the least of these are its deterrent effects on invest-
ment in general in a capitalist society and its noxious effects on the
fortunes of the Nation's large older cities. These defects will be worse
in their consequences as the rates of tax rise.

8. Therefore, it does seem that the fiscal problems of State-local
governments, under existing arrangements, will be resolved by means
which are far from optimal. In contrast, Federal tax sharing or un-
conditional grants, if considered perhaps as a new form of State-local
tax (rather than as a traditional type of outside aid) measure up
well as a "gap filler," having a high degree of responsiveness to eco-
nomic growth, no effects on the location of economic activity among
parts of the country, and general acceptance as roughly equitable
among individual taxpayers.
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II. THE OUTLOOK FOR STATE-LOCAL EXPENDITURES

FACTORS AFFECTING STATE-LOCAL EXPENDITURES

The evidence of the past suggests strongly that the most important
determinant of trends in State-local expenditure is the change in
what might be called the underlying workload-principally numbers
of people, especially in places and age groups which are heavy con-
suiners of particular kinds of public services. Some obvious examples
are these:

-the numbers of people of school and college ages clearly have a
direct and powerful impact on education costs;

-the number of people in older age groups seems to affect hospital
requirements;

-the proportion of people living in urban areas has a bearing on
the overall costs of public services which are essentially urban
in character, such as police and fire protection, water supply and
sewerage, refuse disposal, local parks and recreation, transport
facilities other than highways (which are present in rural as well
as urban areas), and the like;

-the rate at which land on the outer edges of urban concentrations
becomes urbanized affects the total size of public capital costs for
all sorts of community facilities or "infrastructure."

The Census Bureau, the U.S. Office of Education, and other public
and private agencies have published projections of these basic demo-
graphic trends. The most recent Census Bureau projections of the
U.S. population suggest that, between mid-1964 and mid-1975: the
total population willincrease by 18 percent; the elementary school-
age population (5 to 13) will increase more slowly-by 10 percent;
the high school-age population will increase by 21 percent; and the
college-age population will increase much more rapidly-by 38 per-
cent.2 These projections, of course, reflect largely persons now living
and are influenced by birth rates in the past two decades. The rate of
increase in the elementary school-age population is projected to be
much more modest than in the recent past, but recent high birth rates
are reflected in "bulges" in the high school and college age groups.
Even here, the rate of increase will be slowing as 1975 approaches,
under these projections.

The U.S. Office of Education has converted these demographic pro-
jections into enrollment projections at public and private institutions.3

These enrollment figures reflect recent trends in the percentages of the
respective age groups attending school or college, and equally impor-
tant, the mix between public and private institutions. As the follow-
in, percentage increases in enrollments show, public institutions of
higher education are expected to serve a much higher fraction of a
rapidly growing age group than at present (the figures apply to the
fall, since this is the beginning of the respective school years):

3 U.S. Census Bureau. Current Population Reports, series P-25. No. 256. "Projections of
the Population of the United States by Age and Sex: 1964-85" (July 1964). The series B
projections Is used here; in this series. which is a moderately high one, the fertility rates
of recent years have been scaled down somewhat.

aU.S. Office of Education, Projections of Educational Statistics to 1975-74 (1964 edl-
tion), table 1. The Office of Education projections have been extrapolated to 1974-75 by
the author.
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Percent increases in enrollmients at public institutions, fall 1963 to fall 1969, and
fall 1974

Fall 1969 Fall 1974

Elementary school- 7 0 10.4
High school -18.8 32.6
Higher education (degree-credit only) -63.6 115.9

What of the location of this larger population, totaling 225 million
by 1975? There seems to be every reason to expect the major migra-
tions to continue: from the older sections of the country in the North-
east and Midwest, following the sun to the West, Southwest, and
Florida; from rural and low-income areas (especially in the South)
to the urban concentrations all over the country; and from the central
cities of older metropolitan areas to their outer portions. To be sure,
these migrations may not continue at exactly the same rates. For ex-
ample, the population of the rural South has already been greatly
affected by migration and no longer provides such a huge pool of
potential migrants. Also, central city populations have actually been
rising in the 1960's: the large net migration to the suburbs of the
1950's may not be renewed until the 1970's.

Nevertheless, it is reasonable to expect that the entire population
increase expected by 1970 will occur in areas defined by the Census
as urban (as in the 1950's), in which case the urban population in
1970 will be 12 percent larger than in 1964 and 25 percent larger by
1975. In short, from the standpoint of State-local finance, the most
important population factors in the decade ahead will be, first, the
very large percentage increase in urban population, especially the
(onter parts of metropolitan areas, and second, the very large increase
in enrollments at public institutions of higher education.

State-local government services have expanded far more, in quan-
tity and quality, than population increases and shifts alone can ex-
plain, both in the recent past and throughout this century. This
expansion is related in various ways to the growth of the economy
and the increase in incomes. For one thing, some public services are
necessary complements to the growth of the private sector of the
economy-highway expenditures became significant only with the
advent of the automobile; modern industrial processes and standards
of living continually increase per capita water use; and while the re-
lation between growth and education is something of a chicken-and-
eog proposition, at least part of the demand for enrichment of educa-
tional programs is derived from the requirements of the modern
economy.

In addition, with rising incomes, a higher standard of performance
is expected from the, public sector: governments are expected to do
nore things and do them better. This income elasticity of demand for
public service is a highly uneven affair, which never has been quanti-
fled satisfactorily, but there is much fragmentary evidence that it is
real. One of the strongest pieces of evidence relates to public school
programs in suburban areas. Within a number of individual States,
there appears to be a strong correlation between income levels and
expenditures per school chir(?, with high income suburban areas show-
ing up strikingly.

The assumption here is that the country will have a generally grow-
ing and prosperous economy over the next decade. Thus, it is sensible
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also to assume that there will be continued pressure for State and local
governments to expand their outlays beyond the increases needed
simply to accommodate a larger population at the same standards of
performance. Quantifying this is, of course, a hig hly subjective mat-
ter. In general, the inclination here is to avoid building into the pro-
jections very large wholly new programs not foreshadowed by d(e-
velopments already in train but to make allowances for all sorts of
marginal extensions of the quantity and quality of public services.

TIUE PROJECTIONS

Table 3 summarizes one set of views as to the likely magnitude
of State-local expenditures in 1970 and 1975 (excluding debt service).
Three "models" are indicated. The level of expenditures required to
match population and enrollment increases, with no increase in per
capita or per pupil outlays, is labeled the "constant costs model." This
is highly unrealistic, in part because the standards and scope of public
programs change over time, but also for another reason.

TABLE 3.-Projections of State-local government general and utility expenditures
(excluding interest), 1970 and 1975 I

[In millions of dollars]

Fiscal year and "model" Local Higher High- All other Total
schools education ways 2

1963-64 3------ 20,399 5,525 11, 664 33,955 71,543
1969-70:

":Constant costs model" -22,025 8,000 13, 700 37, 525 81,250
"Competitive model" -25,150 6,200 13, 700 43, 500 90, 550
"Improvement model" -28,525 8,625 13, 700 48,750 99,600

1974-75:
"Constant costs model" 4 23,150 10, 025 14, 700 40, 925 88, S00
"Competitive model" 5-------------------------- 29,950 10,425 14, 700 53, 675 108, 750
"Improvement model" s -36,850 10,700 14, 700 62,325 125, 575
Continuation of 1957-64 rate of increase 7 -45, 600 19,225 21,100 66,675 152,600

X AU projections assume general prosperity in the economy, overall price level stability, and a satisfactory
rate of economic growth. It is assumed that the accompanying increase in productivity will result in steady
increases in the average levels of employee compensation in the private sector.

2 Highway expenditures, which are now largely determined by the scale of the Federal program are pro-
jected under only a single "most likely" alternative.

3 Expenditures for fiscal years ending between July 1, 1963, and June 30, 1964; from U.S. Bureau of the
Census, Governmental Finances in 1963-64 (May 1965).

4 In this "model" (except for highways), increased expenditures reflect only the increase in population
or (for education, enrollment):

(i) Local schools-constant per pupil operating costs, adjusted for the more rapid increase in the
higher cost secondary school enrollment expected.

(ii) Higher education-constant per student overall operating costs.
(iii) In both education categories, capital outlays are the same in all 3 alternatives and reflect the

estimated cost of accommodating the increased enrollment (at current standards) plus minor replace-
ment costs.

(iv) "All other"-constant per capita costs, adjusted to reflect the facts that expenditures are twice
as high in urban areas as in rural areas and that all the population increase is expected to be in urban
areas.

5In this "model" (except for highways), the projections have been increased to reflect the fact that, if
State-local governments are to command resources, they must match wage and salary increases and the
like which take place in the private sector with few if any offsetting productivity gains. The education
projections here are adapted from the U.S. Office of Education projections based on a continuation of
1953-63 increases in per pupil or per student current operating expenditures, expressed in constant dollars.
The "all other" projections reflect a projected 2.5-percent average annual rise in overall costs, based on a
much larger expected rise in personnel costs.

6 In this "model," unlike the previous ones, an allowance is made for significant improvements in the
standards of public services, in general based on expenditure levels in places where standards are known
to be high:

(i) Local schools-current expenditures are 15 and 25 percent higher than in the previous "model" in
1970 and 1975, respectively. Per pupil operating expenditures average $850 in 1975, versus less than $450
currently.

(ii) Higher eductition-current expenditures are 10 and 20 percent higher than in the previous
"model" in 1970 and 1975, respectively.

(iii) "All other"-current expenditures are 15 and 20 percent higher than in the previous "model" in
1970 and 1975, respectively. Capital outlays are unchanged from the previous "model."

7 The level of expenditures which would result if expenditures increased as rapidly between 1904 and
1975 as they did between 1957 and 1964.
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In an environment, of overall price level stability, the prices of
factor inputs in the productive process are likely to rise, but-in
the private sector of the economy-to be offset by improvements in pro-
ductivilty. Specifically, wage and salary rates are likely to rise substan-
tially in a prosperous atmosphere, as in the past few years. If State-
local governments are to command resources, manpower in particular,
they must at least match the wage and salary increases in the private
sector. If they are to bid away resources from the private sector, as
they must if their share of GNP is increasing as projected (see table
4), they must do even better. However, experience suggests that there
are relatively few offsets to these salary increases in the form of im-
proved productivity, for the most costly State-local functions, notably
education and health and welfare services.4

TABLE 4.-Projected State-local expenditures and gross national product, 1970 and
1975

[Dollar amounts in billions]

Item 1963-4 1969-70 1974-75

State-local general and utility expenditures (excluding
interest) I ------------ $ -------------- $71.5 $99.6 $125.6

Percent increase over 1963-64 -- -------- 39. 2 75. 5
Gross national product 2 ...................................... _ $603.4 $762.2 $916.3
Percent increase over 1963- 64 -- 26.3 51.9
State-local expenditures as percent of GNP-11.8 13. 1 13. 7

I From table 3; "improvement model" expenditures.
( iNP projected to increase at average annual rate of 3.75 percent, from calendar 1964 level of $622,400,

0OO,000. Data shown are for year ending June 30.

Therefore, a second "model," labeled the "competitive model" is
shown, with attempts to measure the probable costs of State-local
programs of constant quality (but expanded to serve the larger work-
load) in view of the higher salary and other costs which State-local
governments will confront. This may be considered the minimum level
of expenditures which are at all likely.

The third or "improvement model" is more likely still. This allows
for improving the quality or expanding the scope of State-local serv-
ices, but at a relatively modest rate, surely less rapidly than in recent
vears. As table 4 shows, under this "improvement model," State-local
expenditures will increase significantly as a share of GNP.

Local schools-The "constant costs" projections for local schools are
simply a reflection of the anticipated increase in enrollments, with
an adiustment reflecting the much more rapid increase in high school
than elementary school enrollments. It appears that per pupil opera-
ting costs in high schools are roughly twice as high as in the ele-
mentary schools.

The "competitive model" involves increases in per pupil costs equiva-
lent to those experienced in the 1953-63 period, expressed in dollars of
constant purchasing power. There is a rationale for this, however.
Office of Education estimates indicate that the demand for new teachers

4 This Is not to say that major improvements In productivity are Impossible In Stnte-
local governments. Rather, we are saying, first, that malor improvements have not been
the actual experience; second, that in highly individualized personal and professional
activities-puiblic or private-improved productivity Is not readily discernible: and
third, that productivity improvements which take the form of better service at higher
costs (which may very well occur In State-local government) are almost impossible to
measure.
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will equal 10 percent of the number of teachers on the average year
in the decade ahead, with net additions to the number of teachers
of 2 to 21/2 percent each year. Attraoting these teachers will require
steady increases in the salaries paid, at a rate greater than the increase
in salaries in the economy generally. Even if all other costs of education
remain constant, since salaries of instructional personnel amount to
more than two-thirds of total current school costs, per pupil costs are
likely to rise by 35 to 40 percent by 1975. In reality, the "competitive
model" projection here may understate the probable increase in expen-
ditures for school programs of constant quality.

The "improvement model" similarly may involve understatement.
It allows for flat increases of 15 and 25 percent above the "competitive
model" in 1970 and 1975, respectively, increasing average per pupil
costs from about $450 currently to $850 in 1975. Numerous high-income
suburban school districts provide high quality school systems today at
per pupil costs well in excess of $1,000, and some large central city
school systems are approaching the $1,000 per pupil level. If the na-
tionwide average per pupil cost in 1975 were to reach $1,000, total
school expenditures would be $6.5 billion greater than in the "improve-
ment model" in table 3.

Nevertheless, because of the expected slowing in enrollment in-
creases, expenditures for schools are most unlikely to increase as
rapidly as in recent years, as the bottom line of table 3 suggests.

Higher education-Here the large expected increase in enrollments
is clearly the most important factor in the projections. In part, this is
because the aggregates hide some important considerations. As higher
education has expanded in recent years, faculty salaries and similar
costs have risen steeply and per student costs at institutions maintain-
ing essentially constant programs have also risen very steeply. But a
large part of the increase in enrollments has been absorbed by institu-
tions with relatively low costs, such as junior colleges, and this is ex-
pected to continue. Moreover, class sizes in colleges have increased
significantly. Thus the "competitive model" reflects a very small
amount of cost increase per student. for all public institutions in the
country as a whole. In effect, then, public higher educational institu-
tions are expected to achieve a form of productivity increase, to offset
rising salary costs.

This could be very wide of the mark, if as some developments sug-
grest, attempts are made to match cost and quality levels in the most
prestigious institutions on a very widespread scale. But even so, here
again the rate of increase in expenditures in the 1957-61 period is not
likely to be matched.

Highways-A single set of projections of highway expenditures is
offered in table 3, indicating a very slow rate of increase from current
levels. This is because the Federal highway program is the major
determinant of the overall scale of highway expenditure, and
the Federal program is very largely "set" by the basic legislation, the
1956 act as amended. The projection here is that federally aided high-
way capital expenditure, which now account for about 80 percent
of total highway capital outlays, will remain at current levels through
1975, and that other highway capital outlays as well as maintenance
and similar costs will rise gradually as in the past few years. Since the
Federal program is designed to meet the major needs of traffic well
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into the 1970's, it is difficult to conceive of any major upward move-
ment in highway expenditures.

All other activities-The projections shown in table 3 were made
across the board, for all other functions taken as a group. They reflect,
first, the increase in the urban population, with high expenditure re-
quirements; second, the salary increases necessary to remain "competi-
tive" for resources; and third (in the "improvesnenlt model"), flat per-
centage increases representing program enrichment. The overall re-
sult suggests a continued rate of increase in expenditures not far below
recent rates.

Examination of developments in particular programs suggests that
this is a reasonable expectation. For example, the projections are con-
sistent with substantially increased activities in the field of urban
renewal, mass transportation, and local parks and recreation, w-hich
now seem likely. They also are consistent with a prospective slackened
rate of investment in new airport and port facilities, some diminution
of the State-local social welfare burden in connection with the trans-
fer of some medical care costs to the Federal Social Security program
via Medicare, and some economizing on housekeeping services through
greater utilization of automated equipment and techniques. But here,
too, wholly new programs could change prospects considerably; how-
ever, such wholly new programs seem unlikely without Federal stimu-
lation, in which case Federal funds will finance much of the costs (as
in the poverty program).

Additional financial requirernents-The program expenditure pro-
jections in table 3 are not a complete picture of State-local financial
requirements. Some additional requirements, which give rise to addi-
tional taxation or borrowing, are shown in table 5. State and local
government contributions to retirement systems for their employees
now exceed $2 billion a year and are increasing at least as fast as
other types of expenditure.

TABLE 5.-Projections of additional financial requirements of State-local governments,
1970 and 1975 1

[In millions of dollars]

Projected
Type of requirement Actual,

1963-64 2
1969-70 1974-75

Government contributions for employee retirement not in-
eluded in general and utility expenditures - 1,715 2 7Q0 303°

Addition to operating balances, sinking funds, and bondfunds4
.. . . . . . . . . . . . . . . . . . . . . .......-. (5) 3.10 3,000

Interest on total debt-. 2,826 6 4 100 5. 050
Retirement of long-term debt -5,045 - 7 6,100 7 7, 600

Total of above ------- ----------------------------- (') 15,900 18,950

I These are requirements above the expenditure projections shown elsewhere.
2 Based on Census Bureau data.
3 Although these amounts do not appear as expenditures in Census Bureau data, they do increase-revenue

requirements; projections reflect the expansion in State-local expenditures overall, excluding capital out-
lays. Local government contributions to State-administered retirement systems are included in general
and utility expenditures.

i The recent rate of increase has been nearly $3,000,000,000 a year; substantial economies in balances are
conceivable, although not likely.

5 Not available.
,Equals 3.2 percent of total debt, assuming a net increase In indebtedness of $6,000,000,000 a year.
Equals 5 percent of projected long-term debt.
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In addition, the expanding scale of State-local government opera-
tions results in steady additions to financial assets held as required off-
sets to debt (e.g., between the time bonds are sold for a major construc-
tion project and the time the proceeds are disbursed), or ordinary
working balances. The State-local sector as a whole is profligate in its
ratio of balances to transactions (roughly a 1-to-2 ratio) compared
with business and the Federal Government (close to a 1-to-20 ratio),
and very large economies could be achieved, in theory. However, a
variety of institutional arrangements conspire to prevent this econo-
mizing, and it is therefore not projected to occur.5

In addition, debt service requirements are included in table 5, on
the assumption that indebtedness continues to increase at the rate of
$6 billion a year net, which is more or less the recent rate of increase
in debt. At present, borrowing finances very nearly 100 percent of
State-local capital outlays not receiving Federal aid, except for high-
wvays which are largely financed from State highway-user taxes with
minor borrowing. The "improvement model" is a low capital outlay
model, involving only modest increases in capital expenditures from
the current high rates. The rate of increase in debt in table 5 would con-
tinue the present pattern of debt financing of nearly all nonhighway
capital outlays. If the rate of capital spending were to increase sharply,
and if capital market conditions permitted, indebtedness and debt
service charges might increase more rapidly than indicated in table 5.
But it is highly unlikely that the long precedents which largely pre-
vent State-local governments from financing current operating costs
by borrowing will be upset.

ON THE RELLIBILITY OF EXPENDITURJE PROJECTIONS

If earlier experience means anything, there is a built-in conserva-
tive bias in overall projections such as those presented above. That is,
somehow such projections seem incapable of reflecting all the pressures
for increased expenditures which the thousands of State and local gov-
ernments individually feel and respond to. At any rate, this appears
to be the explanation for the repeated tendency of the overall projec-
tions made in recent years to understate the expenditure increases
actually occurring.

Table 6 presents three such sets of projections published in 1959, with
base years of 1957 or 1958 and projections for 10- to 13-year periods.
These projections are expressed in terms of average annual percent in-
creases, and compared with the actual 1957-63 experience. It can be
seen that all of the projections are on the low side, with the exception
of the Colm-Helzner projections for urban renewal and health and
hospitals, which however anticipated wholly new types of programs
not now in view. It is true that the costs of State-local government, as
expressed by the implicit GNP price deflator for State-local purchases
of goods and services, rose rapidly in an atmosphere of general price
stability, but this explains only a small part of the difference-1 to 1.5
percentage points a year, depending on the set of projections in
question.

If such economizing were to take place, balances might be reduced by as mueh as $2
billion a year, instead of increasing at $3 billion a year, thus redltc1,,r total financial
requirements by as much as $5 billion a year below the figures shown In tables 3 and 5.
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TABLE 6.-Comparison of previous State-local expenditure projections with actual
experience, 1957-63

[Average annual percent increases in expenditures projected and realized]

Eckstein, Coln- Netzer, Actual
Function 1957--68 Helzner, 1957-70 increase,

projections 1 1958-70 projections a 1957-63 4
projections 2

Education- 5.4 5.8 6.1 9.3
Highways -- 2.8 3. 8 4.7 6.1
Health and hospitals ---- 2.9 9.5 4.5 7.0
Housing and renewal ------------- 6.5 25.8 6.3 16.3
Other -3.7 4.8 3.7 7.4

Total ---- 4.3 6.1 4. 8 7.9

I Otto Eckstein, "Trends in Public Expenditures in the Next Decade," CED Supplementary Paper
(April 1959). Calendar year projections on a national income accounts basis.

2 Gerhard Cohn and Manuel Helzner in "Public Finances: Needs, Sources, and Utilization," National
Bureau of Economic Research (1961). Calendar year projections on a national income accounts basis,
"judgment model" projections.

3 Dick Netzer in "Public Finances: Needs, Sources, and Utilization." Fiscal year projections on the
basis of Census Bureau concepts; "substantial improvement" model, with allowances for relative price
shifts.

'Census Bureau data and concepts, for fiscal years ending during the calendar years 1957 and 1963.

The consistent understatement for education and the catchall
"other" category suggests that the difficulty is, indeed, a failure to re-
flect widespread increases in the quality and scope of public services.
In light of this, the projections in table 3 must be {viewed with caution,
and considered not maximums but minimums. The likelihood, there-
fore, is that the fiscal problem of State-local governments will in fact
be more serious than this paper suggests, and that the pressure for ad-
ditional taxation will be greater.

III. STATE-LOCAL FISCAL RESOURCES

NONTAX RESOURCES

The main focus of this paper is on State-local taxation: the produc-
tivity of State-local tax systems relative to likely financial require-
ments and the types of tax increases possible, likely, and/or desirable.
However, State-local tax revenues cover only about one-half of total
financial requirements at present (see table 2). Substantial additional
funds are provided by borrowing, Federal aid, and what are here des-
ignated "program-associated receipts"-taxes, charges, and similar
payments by users of specific public services and facilities related to
the nature and extent of specific uses.

These nontax resources will be discussed first, before turning to tax
revenues, because it is felt that the possibility or likelihood of major
policy changes here, on the initiative of State-local governments them-
selves, is limited. The volume of State-local borrowing is affected by
the level of capital outlays and by the capacity of the capital market
to absorb increases in State-local debt obligations. While debt limits
in State laws and constitutions frequently restrict the freedom of ac-
tion of State and local agencies, all sorts of devices for avoiding the
limits have been developed and it is likely that, in the aggregate, debt
limits have not worked to limit the overall growth in State-local debt.
Thus, easing of debt limits by itself would not lead to a large rise in
borrowing, and thus relieve the pressure on tax sources of funds.
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Between 1953 and 1963-64, State-local long-term borrowing in-
creased from less than $5 billion to more than $11 billion. This paral-
leled almost exactly the increase in State-local capital outlays for other
than highway purposes. As indicated earlier, it is considered highly
unlikely that the link between the level of capital outlays and the
volume of borrowing will be served, by the truly radical change of
permitting State-local governments to finance current operating costs
by borrowing (except on a very short-term, seasonal basis). Therefore,
the following is projected:

[In billions of dollars]

1963-64 1969-70 1974-75

Nonhighway capital expenditures ("improvement model").--- 11.1 12.6 14.5
Long-term debt issued -11.2 12.1 13.6

The actual borrowing projection technique was to assume a net in-
crease in indebtedness (debt issued less debt retired) of $6 billion a
year, approximately the recent level. The capacity of the market for
State-local obligations to absorb much larger amounts is limited by
the changing nature of the principal investor forces in the Nation's
capital markets. State-local obligations, whose interest is exempt from
Federal income taxation, are sold primarily to investors with a tax-
able status, particularly at the higher marginal tax rates-the corpo-
rate rate and the upper bracket personal rates. But major classes of
investors-pension funds, mutual funds, the various funds of State
and local governments themselves, and most mutual financial institu-
tions-are not concerned with Federal income taxation and hence not
interested in tax-exempt securities, unless the return on them is much
higher than it is generally. And these are the investor groups of grow-
mg importance. High-income individuals, casualty insurance com-
panies, and commercial banks (in periods of low private credit de-
mand), are the mainstays of the market for municipals, and they do
not seem likely to absorb very much larger offerings than in recent
years, especially in view of the reductions in the highest marginal tax
rates under the Federal income tax.

Federal aid and program-associated receipts.-To some extent, at
least, the increased fiscal requirements projected in the preceding sec-
tion will generate their own finance, in the form of Federal aid or user
charge revenue. To be sure, very often the causative relationship is
the reverse: that is, the additional Federal aid or gasoline tax collec-
tions permit an increase in expenditure. The point, however, is that
these earmarked receipts and expenditures are inextricably linked and
that, therefore, the net additional burden on general revenue sources
is less than the rise in expenditure would indicate.

The projections of expenditure in table 3 have implications for Fed-
eral aid and other program-associated revenue which are shown in
table 7. Both sets of projections assume that under the specified eco-
nomic and demographic conditions, recent trends will continue without
radical new departures. Thus, as in the recent past, there will be a
slowly increasing reliance on both Federal aid and user charges for
certain key programs, for example education with regard to Federal
aid and water and sewerage with regard to user charges. As the scale
of expenditure rises, under these asumptions, more Federal aid under
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existing programs, expansions of the scope of these programs, and
modest new programs can be expected within the span of one decade.
Regarding user charges, for some activities revenue will automatically
rise with the scale of operations; in others, higher rates for the charges
can be anticipated; and in still others, there are obvious possibilities
for emulation by some governments of successful introduction of new
types of user charges by others (e.g., sewer service charges). But, to
repeat, nothing really radically different is expected-such as, for
example, a wholesale shift of the burden of health and welfare costs to
the Federal Government, or shifting of fire protection costs from tax
support to financing by service charges levied on a square footage,
front footage, fire insurance premium basis, or something of this sort.

TABLE 7.-Projected Federal aid and State-local "program-associated" receipts in
relation to expenditure projections, 1970 and 1975

[In millions of dollars]

Fiscal year and item Education Highways All other Total

19635 41

Expenditures -25,924 11,664 33,956 71,543
Federal aid 2 21, 654 3, 62S 4, 720 10, 002
Program-associated receipts 3__ _-___-_____-____ 2,811 7,400 9, 500 19, 700

1969-70

"Improvement model" expenditures 4 -37,150 13, 700 48, 750 99,600
Federal aid- 4,950 4,300 7,250 16,500
Program-associated receipts 3__________________ 4, 100 8, 900 12,800 25,850

1974-75

"Improvement model" expenditures 4 -48,550 14, 700 62,325 125, 575
Federal aid -5,950 4,000 9,900 19 850
Program-associated receipts 3'------------------- 5,450 10,2560 15, 375 31,075

1 For fiscal years ending between July 1,1963, and June 30,1964; from U.S. Bureau of the Census, Govern-
mental Finances in 1963-64 (May 1965).

2 Total equals State-local revenue from Federal Government; amounts for education and highways equal
Federal intergovernmental expenditures for these purposes.

3 Includes highway-user tax revenues, utility revenues, charges for other services, special assessments,
and minor other program revenues. Partly estimated for 1963-64.

4 From table 3.

In table 7, very large increases in Federal aid for education are pro-
jected, reflecting the expected workings of recent legislation over the
decade. Federal aid for highways, in contrast, is "pegged" at the levels
suggested by the current highway legislation, with some stretchout of
the current program beyond the formal termination date of 1972. This
is to account for highway costs in excess of those anticipated when the
present financial arrangements were established (this conforms with
the Weidenbaum projections). Within the "all other" category, large
percentage increases in Federal aid are projected for housing and re-
newal, health, and water pollution control (sewerage) activities; large
dollar increases are projected for welfare. This, too, reflects recent and
pending leoislation.

The large increase projected for program-associated receipts in edu-
cation is mainly a consequence of increased enrollment in public higher
educational institutions, with higher student fees and auxiliary rev-
enues. Another notable feature of the projections for program revenues
is in connection with State-local hospitals: a large part of the fiscal
effect of the Medicare program is expected to take the form of the pay-
meent of hospital charges in behalf of formerly indigent patients from
social security funds.



REVENUE SHARING AND ITS ALTERNATIVES 1347

PROJECTED TAX REVE NUES UNDER PRESENT ARRANGEMENTS

The first step in examining the capacity of State-local tax systems to
finance the expected requirements is to project the revenues likely to
accrue automatically from the growth in the Nation's economy. That
is, if GNP increases by 3.75 percent annually, how rapidly will State-
local tax revenues grow, without any further changes in tax rates, the
use of new taxes, or the coverage (or similar provisions) of existing
taxes?

This requires an analysis of the changes in the bases of the respective
major taxes associated with a given change in GNP. For the prop-
erty tax, the issue is the responsiveness of the market value 6 of taxable
property to economic growth. For taxes with a progressive rate struc-
ture-individual income taxes and death and gift taxes-the issue is
the change in the base adjusted for the average degree of progressivity.
For taxes based on the quantity or dollar value of goods or services
purchased, the issue is how these increase with economic growth.

The usual method of attacking the problem is to look at the experi-
ence of the recent past, and try to distinguish two aspects of the in-
crease in tax revenues actually realized: the increase due to expansion
of the tax base and the increase due to increases in tax rates, adoption
of new taxes, and the like (all designated here as "changes in effective
rates," for short) .7 Tables S and 9 present the results ofsuch an effort
for the period 1946-63. Table 8 indicates the magnitude of estimated
changes in effective rates (that is, in the tax laws and rates themselves),
which have been large and widespread throughout the period since the
endin, of AWorld War II. Overall, State-local effective tax rates are
estimated to have been 41 percent higher in 1963 than in 1946, and non-
property taxes 82 percent higzher. Since the early 1950's, effective rates
hlave increased by about one-third.

TABLE S.-Estimated changes in effective rates of major classes of State-local taxes
(excluding high way user taxes), fiscal 1946-68

Percent change in effective
tax rates

Tax

1946-52 1952-57 1957-63

Property --- +5 | +11Income ------------------------------------ 5 1
Sales and gross receipts 'I------------------------------------------------+- +1s i +22All other 2______________________________________________._ .+34 +241 +6

Total -+7 +16 +14
Total, excluding property taxes -+31 +18 +18

I Includes excess of revenue over expenditure of liquor monopoly systems; excludes motor fuel taxes.2Including death and gift taxes and licenses and permits; excludes motor vehicle and operators' licenses.

IMarket, rather than assessed, value is used here, to free the analysis from unpredictablechanges in local assessment practices. If property value is considered evidence of taxable
capacity, then market value, rather than the assessor's guess, is surely the appropriatemsesasure.

7The basic approach used is that described In an earlier study by the author. In PublicFinances: Necds. Sources, and Utilization, National Bureau of Economic Research (1961)
The 1946-57 data in tables S and 9 come from that study.

60-491-67-vol. III 9
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TABLE 9.-GNP elasticity of State-local tax bases (excluding highway-user taxes),
estimated 1946-68 and assumed for projections

Percentage change in tax bases associated
with 1-percent rise in GNP

T ax _ _ _ _ _ _ _ _ _ _ _ _ _

Estimated, Estimated, Assumed for
1946-17 195,-63 projections

Property - 1.00 1.25 1.00
Income --- ----------------- -------------------------- - 1 40 1.49 1. 55

Individual-1.53 1.70 1.75
Corporation -1.28 1.10 1.15

Sales and gross receipts: 2 3____________________________ (4) (4) 1. 00

General -. 92 1.00 1.00
Alcoholic beverage 2_

-
1-------------------------------.19 .60 .60

Tobacco products - .62 So .75
Other 

- 1.45 1.40 1. 40

Death and gift -1.98 1.80 1. So
All other, including licenses and permits 6____________________-1 1.09 1 10 1.10

I Change based on constant prices for these taxes, because of rapid change in price level during this per od
2 Includes excess of revenue over expenditure of liquor monopoly systems.
a Excludes motor fuel taxes.
4 Not computed because of differences in bases.
6 Excludes motor vehicle and operators' licenses.

Table 9 indicates the "GNP elasticity" of State-local tax bases, that
is, the percent change in tax bases associated with a 1-percent increase
in GNP. In order to abstract from the postwar inflation, some of the
1946-57 estimates are shown in terms of constant dollars. This was
felt to be unnecessary for the 1957-63 period and for the projection
period, because of the relatively stable overall price level experienced
or assumed.

The elasticities assumed for the projection period are rather similar
to those experienced, with adjustment for tax structure changes in
recent years which affect elasticity (e.g., the 1959 income tax revisions
in New York State have increased the elasticity of the individual
income tax). There are two changes worth noting. An elasticity of 1.00
for the property tax (that is, the market value of taxable property is
expected to increase in proportion to GNP) is assumed for the coming
decade, a figure which seems equal to the 1946-57 experience but is
below the 1957-63 experience. Over the long pull (since 1900, for
example), the value of investment in forms comnmonly subject to the
property tax has increased much less rapidly than national income or
output. That is, the ratio of capital to output has declined consider-
ably, as is to be expected with rising efficiency of productive assets.
Moreover, a number of careful studies of the elasticity of the property
tax base suggest that elasticity figures of 0.8 or less are appropriate
for the coming decade. The 1.0 figure used here is a compromise between
recent experience, which cannot be ignored, and this other evidence.

The second change is the reduction of the figure for tobacco prod-
ucts, a reduction reflecting some allowance for changes in smoking
habits in response to concerns over the impact on health.

The application of the assumed elasticity figures and the assumed
increase in GNP result in the projections shown in table 10: an increase
in total tax revenue of 60 percent (or $25 billion) between 1963-64 and
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1974-T5, while GNP is increasing by 52 percent. That is, overall tax
revenues are expected to increase 15 to 20 percent faster than GNP,
under these assumptions. In 1957, if existing tax structures remain as
they were in 1963-64 in all respects, the forces of economic growth will
increase the relative importance of income taxes significantly, and
will marginally reduce the relative importance of other State-local
tax sources.

TABLE 10.-Projected revenue from State-local taxes, 1970 and 1975, assuming no
change in tax rates, usage, or other provisions I

[In millions of dollars]

P Projected at 3.75-percent
Actual, growth rate'3

Tax 1963-64 _

1969-70 1974-75

Property 4- 21 241 27,725 33,325
Income - 5,496 7,925 10,175

Individual 4 3, 791 5,650 7,400
Corporation - - 1,695 2,275 2,775

Sales and gross receipts ' e ------------------------------------ 11,912 15,150 18,250

General 4- 7,254 9,450 11,310
Alcoholic beverage - 1, 135 1,325 1, 525
Tobacco products -1,280 1,475 1, 725
Other -- 2,243 2,900 3,650

Death and gift - 658 950 1,275
All other, including licenses and permits 7 - 2, 589 3, 400 4, 150

Total - 41,886 55,150 67,175
Total, excluding property taxes - 20, 645 27, 425 33,850

' That is, taking into account only the effect of the projected increases in GNP, as applied to 1963 and 1904
tax provisions.

2 From U S. Bureau of the Census, Governmental Finances in 1963-64 (May 1965).
8 Assumed average annual GNP growth rate.
4 Projected on the basis of calendar 1964 tax collections data, using fiscal 1064 GNP as the starting point.

Other taxes were projected from fiscal 1963 tax data, using calendar 1962 GNP as the starting point.
' Includes excess of revenue over expenditure of liquor monopoly systems.
e Excludes motor fuel taxes.
7 Excludes motor vehicle and operators' licenses.

The use of alternative assumptions as to the expected rate of eco-
nomic growth makes only a small difference in the projections, as
table 11 shows. If a growth rate of 4 percent is assumed, total tax
revenues in 1975 will be $1.7 billion above the projected levels of table
10, a difference of only 2.5 percent. A growth rate of 3.5 percent yields
a reduction of similar magnitude. If GNP were to increase by 4.25
percent over the period, which is a very high rate indeed, total tax
revenue would increase by 68 percent between 1963-64 and 1974-75,
which is still less than the expenditure increase expected (see table
4).
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TABLE 11.-Projected State-local tax revenue, 1970 and 1975, at constant rates under
alternative economic growth assumptions 1

[In millions of dollars]

1969-70 1974-75

Tax
3.5 3.75 4 3.5 3.75 4

percent 2 percent 2 percent I percent 2 percent 2 percent 2

Property ---- - 27, 375 27,725 28, 050 32, 525 33,325 34,125
Income ------- ---- 7, 775 7,925 8, 050 9,850 10,175 10,500
Sales and gross receipts 3_______________-__ _ 14,975 15, 150 15, 350 17, 800 18,250 18,700
Other 4 4,300 4,350 4,425 5,275 5,425 5 550

Total - 54, 425 55,15 55, 875 65, 450 67, 175 68,875
Total, excluding property taxes--- 27, 050 27, 425 27, 825 32, 925 33,850 34, 750

I Projected on the same basis as table 10.
2 Assumed average annual GNP growth rates.
3 Includes excess of revenue over expenditures of liquor monopoly systems; excludes motor fuel taxes.
4 Excludes motor vehicle and operators' license.

THE NEED FOR HEAVIER TAXATION

How does anticipated revenue from nontax sources and from cur-
rent State-local tax systems compare with anticipated financial re-
quirements? Table 12 presents the results: a need for additional tax
revenue (or entirely new types of Federal aid or tax sharing arrange-
ments) of $4 billion in 1970 and nearly $11 billion in 1975. It must
be kept in mind that this is likely to be an understateient of the size
of the problem. The expenditure projections, as noted earlier, have a
built-in conservative bias and are likely to be on the low side.s There
is no parallel offsetting bias in the revenue projections; they may in
fact to be too high.

TABLE 12.-Projected need for additional State-local tax revenues, 1970 and 1975
[In millions of dollars]

Item 1969-70 l 197475

Program expenditures (table 3) ' - 99, 600 125, 575
Additional requirements (table 5) ------------------ 15, 900 is, 950

Total financial needs - 115,500 144, 525

Less:
Nontax resources:

Long-term debt issued 2 ....................... 12, 100 13, 6000
Federal aid (table 7)'1 -1, 500 19,850
Program-associated receipts (table 7)' - 25, 850 31, 075Other 31 ... _.___________,____________________..__....____.,_____ 1,850 2, 000

Subtotal - 56, 300 66, 525
Tax revenues under current laws (table 10) - 55,150 67,175

Total - ,------, 111,450 133, 700

Equals additional tax needs -. ...... 4, 050 10,825

I "Improvement model" expenditures and associated receipts.
'Assuming net increase in indebtedness of $6 billion a year.
'Sale of property, interest on balances, etc.

8For example. a set of State-by-State projections of expenditures for higher education
for 1970, which have been criticized themselves as too lowv in particular States, forecasts
higher education expenditures one-third greater than those shown in table 3. Selma J.
Mushkin and Eugene P. McLoone. Public Spending Jor Higher Education in 1970, Council
of State Governments (February 1965).
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Accepting table 12 as the most likely picture, the indication is that
State-local effective tax rates must be raised by 14 percent by 1975.
Now, this is not a very large increase in tax rates (or in adoptions of
new taxes and the like) by recent standards: table 8 indicates an in-
crease of similar proportions in the 6 years, 1957-63. But it does present
a number of problems. First, there appears to be increasing public
resistance to State-local tax increases, in many places, after nearly
20 years of tax rate increases. Second, the increasingly widespread
use of new types of taxes in recent years mean that, in many places,
a full range of tax devices is in use and increased revenue can come
only from increasing the rates of existing taxes, not the adoption of
new ones. Third, the defects in State-local tax devices, which are many,
become steadily more pronounced as the rates at which they are applied
rise.

The issue, then, is this: which types of taxes can in fact be used
to fill the gap ? Which are most likely to be used? And which are most
desirable, or least undesirable, from the standpoint of national eco-
nomic and social objectives?

THE PROPERTY TAX

Although the property tax remains much the most important State-
local tax, with approximately stable relative importance in recent
years, and is universally used by local governments, its importance
and the composition of the property tax base varies widely from place
to place. In the late 19th century, the classic age of the tax, it vas truly
general in application, and at a uniform rate, to all forms of privately
owned wealth. By now, however, exemption and special treatment
(meaning lower tax rates, in effect) have resulted in a tax base over-
whelmingly composed of real property, with business equipment and
inventories included in the base in most places, and motor vehicles in
some places, but household goods and intangible property excluded
almost universally in practice if not in law.

As table 8 indicates, effective property tax rates increased nearly
30 precent between 1952 and 1963. Were property tax rates to continue
to increase at this rate over the projection period, property tax reve-
nues in 1974-75 would be $10 billion higher than the constant rate
figure shown in table 10, and the indicated revenue gap would be closed
by this alone.

Perhaps another indication of the theoretical potential for increases
in property tax rates is suggested by the very considerable variation
in effective property tax rates, even among the large urban States.
The following is the Census of Governments evidence, for some se-
lected States, as to the statewide average effective rates on locally
assessed real property (local general property tax revenue from such
property divided by its estimated market value):9

9 From U.S. Bureau of the Census, Property Tamation in 1962, Special Study No. 47(November 1964), table 7.
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(In percent]

1957 1962

Massachusetts ---------------------- - ------------------ 2.8 2. 7
New York -2.7 2. 5
New Jersey -2.3 2.6
Wisconsin ---------------------------- --------- --- - 1.9 2.1
Illinois ---- --- ------ ------------------------------------------------------- 1.4 1. 7
Michigan ------------------------------------------- 1.3 1. 7
California ---------------------------------------- - 1.2 1.3
Indiana ------ -.-------------------------------- 9 1.2
Texas -1.3---------------------------------- 1.4
United States- 13 14

If effective rates were to rise so rapidly that the average for the
country in 1974-75 equaled the rates used in a moderately high-rate
State in 1962-say, Connecticut or Minnesota, with a 1.9-percent
rates-revenues would be roughly $11.9 billion higher than the figure
shown in table 10.

It is questionable whether rates will indeed rise quite so rapidly.
For one thing, as table 8 shows, overall effective rates have risen a
good deal less rapidly since 1957 than they did between 1952 and
1957. For another, the State figures cited immediately above suggest
some resistance to effective rate increases in the high-rate States. For
example, the two highest rate States in 1957, Massachusetts and New
York, experienced declines between 1957 and 1962 for the States as a
whole.

Yet another factor casting some doubt on the likelihood of so large
an increase in property tax revenue is the continued pressure for nar-
rowing the tax base, which surely is increased by rising effective tax
rates. The chances are better than ever that the next decade will wit-
ness exemption of at least some classes of personal property (e.g.,
inventories, household goods, motor vehicles) in some of those States,
principally in the Midwest, where the coverage of the property tax is
still quite broad. And as has been noted earlier, when the property tax
is confined to real property, its revenue responsiveness to economic
growth is reduced.

There are other forces for narrowing the tax base as well. Public
efforts in housing and urban renewal frequently end up with signifi-
cant additions to the roll of tax-exempt property; if the large-scale
New York program of tax abatement for middle-income housing is
emulated elsewhere, it is conceivable that very large proportions of
the new housing built in the developed portions of metropolitan areas
might be taxed on a reduced basis by the end of the decade. In addi-
tion, other expansions of the activities of the public sector of the
economy-building new roads and airports in particular-remove
property from the tax rolls, and the expanding role of nonprofit, tax-
exempt organizations has a similar effect.

As tax rates rise, concern over the impact on a community's com-
petitive attractiveness is also heightened, and can have a restraining
influence on the tax increases themselves. Location of new plants
in an industrial "tax haven" with few schoolchildren becomes a good
deal more alluring when school property tax rates reach 3 percent of
the market value of real property, as they have in a considerable num-
ber of suburban New York and New Jersey school districts.

Perhaps the best indicator of the likely increase in rates is the
national experience since 1957; on a comparable basis, this would sug-
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gest a 20-percent increase in effective rates by 1974-76, or revenues
$G.7 billion above te table 10 level. In conclusion, then, the guess here
is that property tax rates will not rise sufficiently to obviate other
kinds of tax increases, although a, significant increase in the burden
of the property tax can be expected.

But even this increase can hardly be considered a desirable one.
Heavy reliance on the property tax has all sorts of noxious influences
oil both the economv in general and the pattern of urban develop-
ment. One obvious such influence is what has been called fiscal mer-
cantilism, the incentive that small local governments relying on the
property tax have to plan land use not on the basis of larger notions
of suitability but for fiscal ends. That is. they try to zone out public
service costs-mainlv moderate-income families with school-age chil-
dren-and zone in tax base-industry and high-income families living
in expensive houses. This tends to produce a highly dispersed pattern
of homes and jobs, and in the eastern half of the country, at least, very
can be a deterrent to modernization and rehabilitation efforts which
add substantially to needed transportation investment. Moreover, this
fiscal mercantilism is both a product of and tends to perpetuate a
fragmented structure of government in metropolitan areas and paro-
chial attitudes toward areawide public problems.

Within the older, already developed portions of metropolitan areas-
particularly central cities-heavier reliance on the property tax
tends to have unfortunate results as well. Heavier taxation of indus-
trial property-important in the tax bases of many older central
cities-tends to speed the flight of industry to the outer areas. High
property tax rates do little to discourage ownership of slum proper-
ties which typically have a very high ratio of net income to value, but
can be a deterrent to modernization and reabilitation efforts which
often increase value a great deal more than they increase the income
from the propertv.

In addition, the long-recognized general defects of the property tax
are most apparent in the central cities. The tax is for the most part
very badly administered with wide deviations from the legal standard
of uniform assessment of properties of all types, ages, and values.
Compared to, say, income or sales taxation, the degree of unequal
treatment of similarly situated taxpayers-even in pfaces -which do a
relatively good job of assessment administration-is shocking, and
perhaps inherent. While big city tax agencies can afford professional
assessment methods and personnel, the variety of property types, ages,
and conditions tends to produce glaring inequities, which sap confi-
dence in the performance of local government.

Insofar as the tax falls on housing, it is regressive with respect to
income in most places, and in any event, it is doubtful that most people
would deliberately choose to tax housing heavily as a conscious social
police. Finally, the portion of the tax on industrial and commercial
property is certainly not neutral in its impact. It discriminates against
capital-intensive activities in favor of labor-intensive ones (and the
latter are often those for which the central city already has a com-
petitive edge and therefore need not favor by lower taxation relative
to gross receipts or value added). And when considered in conjunc-
tion with our high Federal corporate tax, it produces a rather anti-
capitalistic tax structure for a capitalist economy.
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All this suggests that even if heavier reliance on the propertv tax
were to prove the path of least resistance for local goverlrnments, it is
very much a primrose one for our urban society.

IINDIVIDUAL INCOME TAXES

Althouglh State ineome taxation antedates the 16th amendment and
the present Federal income tax, it has not had a, parallel deve]opment.
It provides only about one-seventh of State government tax revenues.
and is used in only 34 States. having less than two-thirds of the Na-
tion's population.10 Of the States directly astride the Nation's main
industrial belt. from Boston to the -MississiDpi, seven do Not use the
tax.'I Texas, Florida, and Waashington are the other major nonincome
tax States. One measure of coverage is afforded bv Federal income
tax data: the States without the tax account for 42 pereunt of ad-
justed gross income on 1962 Federal income tax returns.' 2

State individual income tax collections in 1963-64 amounted to
about 7 percent of Federal tax collections, but this includes the States
not usine: the tax. Data for 1909-61 indicate that the average ratio
of State to Federal collections, for the States using the tab was about
10 percent-far below the average for California. around the averaoe
for Massachusetts, well above for New York and Minlmesota, and far
above for Oregon and Wisconsin, to give some idea of the regional
variation.

Because State income taxes are. without exception. progressive in
structure (with rising marginal rates and personal exelnptious or
credits), revenues from them is very responsive to growth in GNP.
The characteristic State income tax structure appears to be one under
which a 1-percent rise in personal incomes in the State wvill be ac-
companied by a 1.8-percent rise in income tax receipts.

Because so many large States do not nowv use the tax, the possibili-
ties for very large increases in agoregate income tax revenues through
new adoptions are considerable. If all States were to adopt the tax at
the average rates prevailing in 1964, total revenues would be nearly
$4.8 billion higher in 1974-75 than shown in table 10. If the tax were
to be universally used, but at appreciably higher rates, with today's
low- rate States using rates comparable to those of today's higher rate
States, and overall effective rates averaging one-fifth higher than at
present, revenues would be $7 billion higher in 1974-75 than the table
10 figure.

The obstacles to more widespread use of the tax and at higher rates
are largely internal political ones, withiin each State. with the struoole
focusing on questions of equity and the distribution of the State-
local tax burden. Since State income tax payments are deductible in
computing Federal income tax liability, at least for high bracket tax-
payers the net burden is a small one and cannot have much of an im-
pact on locational decisions among competitive States, except insofar
as the existence of an income tax is taken as an indicator of an "un-

10Much information on the tax is in Advisory Commission on Intergovernmental Rela-
tions. To" Oveciappino in the United Statel. 1964. especially ch. S. The 34 States include
the District of Columbia but exclude 3 States with income taxes applying only to limited
typee of income.

ir Illinois. lichigb . Ohio. £'ennsyvrania. '\evw Tersey, Connecticut, and Rhode Island.
12 t7.S. Treasury Department. Internal Revenue Service. Statistics of Income-1962, ndi-

vidual rneome Tar Returns (1965).
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friendly climate" for business of highl-income individuals. Moreover,
there are no serious obstacles in administration or compliance con-
siderations which would preclude any large State from adopting
the tax.

To be sure, the large States traditionally are either "income tax
states` or "sales tax States." Both taxes are used by 24 States, but
most of these are less urban, lower income areas-10 in the South
(broadly defined) and eight in the mountain and plains parts of the
country. Only California, Indiana, 'Maryland, Wisconsin, and now
New York, among the high-income urban States, use both types of
taxes on the State level. But given Federal deductibility and the result-
iaC minor importance of interstate competition, it is hard to argue
with the proposition that moderate rate State income taxes (even
without a progressive rate structure) in the States not now, using them,
would be a sensible movne in the decade ahead.

The same cannot be said for use of income taxes by local govern-
meents. Currently local income taxes, typically a 1-percent flat rate
tax with no exemptions, produce about $375 million in revenue and
are used in six States by nearly 30 cities over 50,000 in population
including nine large cities, and by several hundred smaller places.
The six States are Alabama, Kentucky, Michigan, Missouri, Ohio, and
Pennsylvania; the nine large cities are Philadelphia, Pittsburgh, De-
troit, St. Louis, Cincinnati, Columbus, Dayton, Toledo. and Louis-
ville. Neither Ohio, Michigan. nor Pennsylvania have State individual
income taxes. This information is as of 1964. These places in all con-
tain about 8 percent of the urban population of the country, and
probably a somewhat smaller share of the income usually taxed. Where
the local income tax is used, it typically provides a very substantial
share of local government revenues-in the Ohio cities using the
tax, it generally produces more revenue than the property tax.

Obviously, with such limited usage of the tax today, the revenue
possibilities from more widespread use are considerable. But there
are major obstacles and objections to this. For one thing, small local
Governments cannot effectively administer anything except a narrowly
based income tax, and local income taxes in practice do not tax prop-
ertv income. The very smallest units are virtually confined-insofar
as the well-administered part of the tax is concerned-to payroll taxes
collected from large enmplovers. Naturally, so narrow an income tax
raises bitter equity controversies.

For another, intrametropolitan area conflicts are inherent in this.
for the very purpose of a local income tax is often to enable central
cities to tax commuters in the face of the unwillingness of State legis-
latures to give them a "fair" proportion of State aid funds. But this
too can encourage migration of activity from the central city; more-
over, it can result in legislation giving the community of residence
priority (as in Pennsylvania, except for Philadelphia), which may
negate the purpose for which the tax was proposed to begin with.

In short, it appears that if income is considered an appropriate
base for taxation, it can best be tapped at the State level, with the
State distributing all or part of the proceeds to local governments on
the basis of the taxpavers' residence or the location of their employ-
ment, to achieve a specified measure of property tax relief, to support
local govermnent in general, or to support specific public services. All
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of these things have been done (directly or indirectly) heretofore, in
some part of the country, and it seems the preferred course in most
cases. (Some of the very largest cities may be the exceptions here.)

CONSUMPTION TAXES

The bulk of the revenue from consumption taxes is derived from
general sales taxes-usually retail sales taxes imposed on a owide
range of goods and a more limited range of services. The States
adopted sales taxes in two bursts, mostly in the mid-1930's, but also
since 1946. By 1964, 37 States and the District of Columbia had im-
posed the tax, and in 1965 New York adopted a statewide sales tax.
New Jersey, Massachusetts, Minnesota, and Virginia are nowv the only
States having a population of more than 3 million not using the tax;
State sales taxes thus cover close to 86 percent of the countrv s per-
sonal income, far more than the coverage of State income taxes. Most
of the bigger States exempt food from the tax, and some partially
exempt clothing and medicines. Rates range from 2 to 5 percent, with
3 percent by far the most common rate. Since the low rates are mostly
in smaller States, the weighted average rate probably is 3.2 to 3.3
percent.

The potential for additional revenue from the general sales tax is
less than in the case of the individual income tax because of the
greater usage of the tax at the present time, and is lesser respon-
siveness to economic growth. Were the tax to be used in all States,
revenues in 1974-75 might be $3.3 billion more at the prevailing
average rates, and $6.5 billion more if the average rate rose one-fourth
to 4 percent.

A sales tax which exempts food and most housing expenditures (by
definition, since few of the latter involve retail trade) is for the most
part proportional rather than regressive with respect to income.
Given a progressive Federal tax structure, it is difficult to object
strenously on equity grounds to such a State tax. Moreover. the tax
has little bearing on the location of economic activity; even if it did,
the interstate competitive problem would be small since so many States
now use the tax. Thus, it is a fair guess that, by 1975. State use of
general sales taxes will be nearly universal.

Although sales taxes are used by a large number of local govern-
ments and produce nearly $1.2 billion a year in revenue, they are
mostly olov rate (½/2 or 1 percent) supplements to State sales taxes.
In two States (plus New York prior to August 1, 1965), there are no
State taxes but local taxes with rates as high as 3 percent. Virtually
all municipalities and most counties in California and Illinois-nearlv
1,700 local governments in all-impose low rate supplements to the
State taxes, and low-rate sales taxes are used by about 450 local units
in eight other States.

If local sales taxes were universally used at prevailing rates by all
urban local governments, then sales tax revenues in 1974-75 might be
$2.3 billion higher than shown in table 10. Were State legislatures to
make it as easy for local governments to adopt local sales tax sup-
plements (that is, only a resolution of the governing body) as they
have in California and Illinois, it is highly likely that such universal
use would actually develoD. And if universally used by local gov-
ernments, but administered by the States. this tax device is not ob-
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jectionable on either administrative or intra-area competitive grounds.
But, by the same token, the identical fiscal ends could be achieved by
simply raising the State sales tax by ½2 or 1 percent and distributing
the added proceeds to the local units where the sales take place. So,
in effect here we are talking about an across-the-board increase in
State sales tax rates.

Liquor and tobacco have worldwide popularity as subjects of taxa-
tion, and generally produce substantial revenues whenever used be-
cause of willingness to employ very high tax rates, relative to the
value of the product. In the IJnited States, State and local agencies
are somewhat inhibited from using high tax rates because the Federal
Government already does so. However, the rates of State taxation
have been rising in the postwar period, and can be expected to con-
tinue in the future, given the relatively minor impact on consumption
of sizable rate increases. Moreover, there is a wide range in existing
rates of taxes of various kinds on alcoholic beverages; an overall
average rate increase of 30 percent or more over the decade could
easily occur, if the bigger States raise their rates to the levels used by
the high-rate States tCoay.

Even this, however, would not produce large amounts of additional
revenue; the problem is that these taxes are rather unresponsive to
economic growth. For one thing, both liquor and tobacco taxes are
levied mainly on a specific physical basis-cents per package or per
gallon-rather than an ad valorem basis, which means that the tax
collector does not share in the uptrading that accompanies rising in-
comes (from beer to champagne). For another, physical consumption
of both liquor and tobacco products is rising less rapidly than income,
especially in the former case. With liquor taxes universal and tobacco
taxes in 47 States. even sharply higher rates would not yield more than
$2 billion above the amounts shown in table 10, for the two types of
taxes.

Local revenues from alcoholic beverage taxation are minor. mostly
in the form of licenses, and very sluggish in their response to growth;
they appear to have little potential and make little sense. Local cigar-
ette taxes are more widespread-they are quite general in Alabama,
Colorado, Florida, and Missouri, thus amounting to a supplement to
the State tax (in Florida, a substitute for the State tax) in fact if not
in name. A handful of other, mostly larger, cities also use the tax.
The ease of avoidance-except where all other surrounding commu-
nities use the tax or where the city is a very large one ( like New York)-
clearly is a dampening influence on heavier local government reliance
on the tax source.

The remaining taxes classed here as consumption taxes include taxes
on insurance company premiums, taxes on pari-mutuels, admissions,
and other amusements, miscellaneous selective sales taxes producing
rather modest amounts, and miscellaneous license taxes and permits
fees, notably hunting and fishing licenses and building permits. Insur-
ance company premiums have been rising faster than GNP, and the
other taxes included here have bases which seem to increase almost
proportionately with GNP. But more widespread use at higher rates
is unlikely to produce as much as an additional $1 billion by 1974-75.
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BUSINESS TAXES

Corporation net income taxes are imposed by 37 States currently;in addition, minor amounts are collected from low-rate companiontaxes imposed by some of the cities using individual income taxes. Itappears that the States using the tax account for about 70 percent oftotal corporate income, considering the data on U.S. corporate incometax returns, the distribution of personal income, and other indicators.This is considerably greater coverage than exists for State individualincome taxes, due largely to the fact that New Jersey, Connecticut,and Pennsylvania, which do not use the individual income tax. imposethe corporate tax. There is only a very modest degree of progression inState income tax structures. Only eight States have graduated rates(the largest of which is Wisconsin).
Were all States to use the tax at the averaffe rates nowV prevailing,revenues would be about $1.2 billion higher in 1974 -5. The most popu-lar tax rate today is a 5-percent one, but the larger States generallyhave somewhat higher rates, so that the weighted average rate is prob-ably about 51/2 percent. Were all States to use the tax at average rates20 percent higher-say, at the level now existing in Massachusetts or,lWiscoiisin-revenues would be $2 billion higher than in table 10.Since State income taxes are deductible in computing Federal incometax liability, for a corporation paying the Federal rate. State corporateincome taxes in practice absorb no more than 41/, percent of corporateprofits before taxes; on the average, the figure is less than 3 percent.In view of this, and of the experience of the States using the tax, itis doubtful whether State corporate income taxes in the present rangehave a discernible imnact on industrial location. Thus it is conceivablethat the use of the tax will spread in the years ahead.
WVhether this is particularly sensible or desirable is another question.Few public finance experts are very much enamored of the corporateincome tax, and its principal virtues (such as enhancing the contra-cyclical built-in flexibility of the fiscal structure), are, in the main.virtues of a Federal rather than a subnational tax. Among the criti-cisms are that the corporate income tax has an incidence which is notonly unknown but perhaps unknowable (and therefore highly sus-pect). that the tax discriminates against profitable and presumab]vtherefore growing businesses (thus acting as a drag on eeonomicgrowth) although unprofitable businesses are at least as likely tobenefit from govermnment services and give rise to public costs, andthat the tax discriminates, with no justification save administrativeconvenlence, against the corporate form of organization, in favor ofnoncorporate business.

It has been argued at times that it makes some sense to include, asa cost of doing business in a particular place, some portion of the costsof State-local government. However, corporate profits seem an im-perfect basis for measuring these "social overhead costs." Some moregross measure, more nearly reflecting the volume of productive activ-ity without regard to profitability or the form of business organization,
seems desirable.

The States all do use a varietv of franchise, privilege. and occuna-tional taxes on business. measured in many different ways, often, forcorporations, by capital stock authorized or issued. These license taxes
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on corporations and on businesses and occupations yield about $8,50
million a year currently. But these taxes are for the most part far too
crude and eratic in impact to be acceptable as appropriate substitutes
for a broadgage "social overhead tax' on business activity.

Perhaps the most logical basis for such a tax is the value added by
each enterprise. Value added taxation exists in other countries and, in
a much modified form, in MNichigan where the tax yields about 7 per-
cent of State tax revenue. The advantage of the value added tax is
its complete coverage and therefore neutrality among differing in-
dustries, forms of business organization, and the various factors of
production. It is entirely conceivable that the tax could be applied
on a metropolitan areawide basis, given the appropriate form of politi-
cal organization, to finance metropolitan areawide services. It could
also be levied by State governments, with proceeds returned to local
governments on any basis that seems desirable. Ideally, it might even
be a substitute for most if not all other State-local taxes on business,
including taxation of business property.

SUMMARY: TAX POLICY "MODEAS."

In the preceding sections, the focus has been on the revenue poten-
tial of various kinds of conceivable State-local tax rates increases or
adoptions of new taxes, with some side comments on the probability
of their occurring and their desirability. "Conceivable" tax changes
are defined as universal utilization of tax forms now ill wide usage
and rate increases such that average rates in 1974-75 parallel the rates
now applicable in higher tax rate States, for individual types of taxes.
A summary of these conceivable tax increases, in terms of revenue
impact, is presented in table 13 as a "maximum model." This is not
to say that this is the absolute maximum revenue which State-local tax
systems can produce; rather, it appears to reflect the outside limits,
assuming that legislatures and voters behave in general as they have
been doing in recent years.

As table 13 shows, the "maximum model" would yield revenues
totaling $27 billion more than the "constant rate model" presented in
table 10, which is far more than is required to meet the prospective
fiscal gap. Since the conceivable tax policy measures differ in likeli-
hood, and since not all these measures will be required, what is a "likely
model"?
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TABLE 13.-"Maximum model": Additional tax revenues from wider usage and
higher rates of major State-local taxes, 1974-76

[In billions of dollars]

Increase over constant rate
projection in table 10,

due to-
Tax I

Wider Wider usage
usage 2 plus higher

rates

State individual income-4.8 7.1
Local individual iscome --- 4------ ------ i. 6 ()
Corporate income 6. ---. 0
State general sales ---- ------------ --------------------------- 3.3 6.5
Local sales- - ------------------------------------ | 2.3 ()
Liquor and tobacco - ----------------------------------------------- | .1 2.0

I Highway user taxes excluded as program-associated receipts.
2 Except where otherwise indicated, universal usage assumed.
3 Average rate increases over the decade assumed as follows: Percent

Property --------------------------------------------- 20
State individual income -20
Corporate income -- 20
State general sales- 25
Liquor- 35
Tobacco - ----------------------------------------- - - - - - - -- 90

4 Doubled use assumed to be a "maximum likely" result.
2 Not computed; the essence of these taxes is that they are low-rate taxes, for the most part.

To put it most boldly, the highest order to probability by far at-
taches to higher property tax rates and universal State use of the
general sales tax. As table 13 indicates, these two measures together
could very nearly close the gap, by producing an additional $10 billion.

If expenditure pressures appear to exceed fiscal resources at the local
government level, increased property tax rates are likely simply be-
cause. for most local governments, the property tax rate is determined
as a residual, to balance the accounts. That is, expenditure budgets
are set, and State aid and nonproperty tax revenues estimated; the
difference is the amount which must be raised from the property tax.
The official property tax rate is this amount divided by the assessed
value of taxable property in that jurisdiction. And unlike other taxes
whose rates must be changed in large jumps-such as increasing a
sales tax from 3 to 4 percent-the property tax rate can be increased
almost continuously by small fractional amounts. All this tends to
make property tax rate increases the path of least resistance.

As noted earlier, the only major form of State-local taxation to in-
crease significantly in popularity in the last 20 years is the sales tax,
and universal usage at the State level seems not far off. Income taxa-
tion has not spread -widely, although there have been some new adop-
tions, particularly of corporation income taxes, and some rate increases
in major States (such as New York in 1959).

To some extent at least, this has been because of concern about the
impact of State taxes on the location of economic activity. The argu-
ment has been that the corporation income tax (and other business
taxes) actually increases the cost of doing business in a State,. and
that income taxation in general is a sign of an adverse "business
climate," unlike the sales tax which is mainly a consumer tax. Whether
State-local taxes do in fact affect business location decisions is open
to question, but the fear that this does occur is often a sufficient in-
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hibition. Therefore, if recent experience is any guide, increased usage
and higher rates of income taxation are likely to be isolated rather
than common phenomena.

Largely- because increases in property tax rates are so large a com-
ponent of the "likely model" of State-local tax policy, it har-Ilv seems
to comprise the preferred, or "desirable model' of tax policy for the
future. The preferred package of policies is one which is conducive
to an optimal pattern of regional economic growth and to improve-
ment of the quality of urban living in America. In fact, the probable
pattern of finance can offset in part the substantial improvements in
metropolitan communities which the large State-local expenditures
anticipated are designed to achieve. Urban sprawl in newly developed
sections, sick central cities, and acute financial strain for many cities
and suburbs amidst relative financial ease for some other State and
local governments will persist and in fact be fostered by relying heav-
ily on property tax increases.

An optimal package of revenue-increasing arrangements would be
one which deemphasizes the property tax, encourages metropolitan
areawide solutions to metropolitan problems, provides central cities
with finance adequate to greatly improve the quality of public services
they provide as a concomitant of urban renewal, and minimizes the
obstacles posed by interregional competition for economic activity.

Increased reliance on user charges clearly would be consistent with
these goals. especially to the extent that this is a substitute for property
tax financing of the service. As for taxes per se, a "desirable model'
would provide for use by all 50 States of the sales and individual in-
come taxes; at average prevailing rates, this would increase State
revenues in the aggregate by $8.1 billion over the table 10 projection
for 1974-75. In States where the revenue problem may be most severe-
for example. in the rapidly growing parts of the country-use of the
broad-based taxes at somewhat higher rates than now prevail is obvi-
ously indicated.

But, as has been said, this does not appear to be the most likely out-
come. Moreover. if the gap has been understated-if the added tax
revenue needed will be closer to $20 billion than to $10 billion by 1975-
very large rate increases in sales and personal income taxes would be
required, which are even less likely.

The case for new forms of Federal tax sharing or unconditional
grants is bolstered by the prospect that the probable types of State-
local tax measures are not the desirable ones. Consider the proposed
unconditional grants not as a traditional form of Federal aid, but
instead as a new type of State-local taxation, the revenues from which
States estimate in their budgetmaking and dispose of as they would
the revenues from any new tax. How does this type of "new tax"
measure up to the appropriate criteria for State-local tax policy?

1. Since the aggregate revenue from this source, in the proposal,
would depend on the Federal individual income tax base. it will
increase with the Nation's economic growth appreciably more
rapidly than most existing State-local taxes.

2. As a nationwide tax, it will have minimal effects on the lo-
cation of economic activity, both among regions and within metro-
politan areas.

3. As far as equity among individuals is concerned, the Federal
tax structure as of 1965 is generally considered to be at least as
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fair as State-local nonproperty taxes in general, and surely more
equitable than the total State-local tax system in which property
taxes play so large a part.

In summary, then, the proposed new Federal tax-sharing plan is
good public policy not because State-local governments are unable to
finance themselves, but because it is superior to the relatively unde-
sirable State-local tax measures which are most likely to occur in the
absence of these new arrangements.

IV. A NoTE oN GEoGRAPHIc DIFFERENTIALS IN STATE-LOCAL
FINANCES

The preceding sections of this paper deal with State-local finances
over the next decade in the aggregate, as if there were substantial uni-
formity throughout the Nation. However, this is very far from being
the case. Instead, patterns of State-local finance differ markedly among
the States and there are some major differences -within many of the
States. In part, these differences relate to fundamental underlying
factors such as taxable capacity and needs for public services. That is,
poorer States are likely to have relatively smaller public sector activi-
ties than richer ones; mountainous States are likely to spend relatively
more for highways; urban States are likely to spend relatively more
for police and fire protection; to name just a few such factors. But
such underlying differences, there seem to be real differences in public
policy choices, regarding the kinds of taxes in use and the level and
composition of public expenditures.

In the following paragraphs, some evidence is presented on inter-
state differentials in Sate-local finance, treating the combined total of
State-local finances in each State as a single system. This is a reason-
ably reliable approach, since State laws govern the fiscal patterns of
both State and local governments. Moreover, by contrasting State-
local finances in largely urban States with those in less urban States,
urban-rural differences can be brought to light.

The evidence examined here concerns 1962 and changes between 1957
and 1962. The reason for this choice of years is that a Census of Gov-
ernments was conducted in each of these years, providing extensive
data not available for other years. No Census of Governments was
conducted between 1942 and 1957, thus limiting the time series com-
parisons possible for the postwar period to the 1957-62 ones.

In table 14, some comparisons of State-local tax systems for 19G2
are made for a dozen selected States in different parts of the country,
divided into one group of large, high-incomne, highly urbanized Statesand a second group of smaller, poorer, and much less urbanized ones.
It is apparent that the fiscal effort made by the poorer, more sparsely
populated States is as great as or greater than that made by the bi-,
rich, urban States, that is, State and local taxes per $1,000 oT persona]
income. The poorest States tax themselves, relative to personal income,
more heavily than do most of the rich ones, and States such as Mlissis-
sippi and Vermont tax themselves a good deal more heavily than even
New York and California.
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TABLE 14.-Interstate differences: State and local government tax systems, 19621

Property taxes Other taxes

Percent of Amount Percent of Amount
State general per Estimated general per

revenue Sl1,000 of Per effective revenue 10 o00 of Per
excluding personal capita rate excluding personal capita
Federal income (percent)2 Federal income

aid aid

Selected large, high-income
urban States:

New York -38 -47 $138 2.- 47 $00 $173
California - ---- 42 52 151 1.3 42 52 151
Illinois----------- 40 46 130 1. 7 40 40 114
Ohio ---- 42 42 102 1.0 39 40 95
New Jersey-55 54 153 2.6 30 30 '4
Massachusetts--4 60 166 2. 7 35 39 10M

Selected smaller, low-income
less urban States: 4

Mississippi -23 33 42 . 5 15 77 98
West Virginia-23 26 47 . 6 61 69 124
Arkansas-23 26 39 .6 57 67 59
Idaho-. 39 49 95 1. 7 53 52 100
North Dakota -38 49 113 1. 4 34 44 101
Vermont -40 53 108 2.2 48 65 131

U.S. average -38 43 103 1.4 45 51 121

I Based on combined State and local government revenue totals in each State; data from 1962 Census of
Governments, U.S. Census Bureau.

2 The estimated effective rate figures are based on property tax revenues, the composition of assessed
values, and the estimated market value of taxable real property. The rates shown are the statewide averages
estinsated to apply only to real property assessed by local assessors for general property taxation.

3 States selected are among the 9 largest in population in 1960 (all over 5,090,000), the 11 highest in per capita
income (over 62,300), and the 14 most urbanized (over 73 percent, under the census definition).

4 States selected are among the 22 smallest in population (none over 2,200,000), the 17 lowest in per capita
Income (none over $1,900) and the 11 least urbanized (none over 4S percent urban).

The effects of high income show up in the per capita results. Even
the rather low overall effort in New Jersey and Illinois produces total
per capita tax receipts very substantially in excess of those for poor
Southern States. And the higher effort rich States-New York and
California-have per capita tax receipts which are far higher than
those elsewhere. These income effects occur despite Federal-aid pro-
grams, which in general are designed to aid poorer (e.g., public assist-
ance) and more sparsely populated (e.g., highways) States disporpor-
tionately. Federal aid per $1,000 of personal income is generally three
to four times as great in poorer nonurban States as it is in the big rich
States. The disparity is large even on a per capita basis. However, since
Federal aid, even in poor States, rarely amounts to more than one-
fourth of total revenues, it cannot overcome disparities in income.

It is also clear that there are considerable differences even among
States with similar characteristics with regard to income and urbani-
zation, for example, New York, California, and Massachusetts versus
Illinois, Ohio, and New Jersey in regard to tax effort. In part, this
is related to some broad sectional tendencies. The level of State-local
government activity in general is relatively high in New England,
New York, and the Pacific Coast States, and relatively low in the
Midwest. The property tax is a much less important part of the rev -
enue system in the South1 where the role of State governments which
use nonproperty sources is a considerable one and where in addition
local nonproperty tax and nontax revenues are important. But even
within the same parts of the country there are many exceptions-for
example, the very heavy reliance on the property tax in New Jersey
and Massachusetts.

SO-491-67-vol. III- 10
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Table la compares per capita State-local expenditure for the samegroups of States, for four activities responsible for 75 percent ofState-local general expenditures. It also indicates wide and not en-tirely systematic regional variations. It is no surprise to find that thepoorer Southern States spend less per capita on education than thericher States, in view of their fiscal capacity. Underlying needs aredifferently distributed, reflecting the number of school-age childrenper capital (high in rapidly growing States such as California andArizona), the proportion of schoolchildren attending nonpublic schools
(relatively high in the big eastern and Great Lakes cities), and thehigh costs of education of a given quality in a very sparsely populatedarea (e.g., North Dakota).

TABLE 1 5.-Interstate differences: Per capita State and local government expendi-
tures, 1962 1

Total Health Police andState general Education Highways and fireexpendi- welfare protectiontUreS 2

S elected large, high-income urban States: 3
Now Yor - - - $403 $123 $53 $70 $28California---------------- _ 437 171 85 68 25Illinois ---------------------- --------- 322 118 60 50 21Ohio- -287 108 54 43 13New Jersey - -310 114 42 37 25Massachusetts -- ----- - 344 102 48 81 98Selected smaller, low-income, less urban

States:.
Mississippi -252 89 55 47 7West Virginia -254 96 54 48 8Arkansas --- ------------------ - 220 80 51 43 7Idaho- 317 108 85 44 13North Dakota- 377 142 91 38 9Vermont-378 128 131 46 10

U.S. average - 324 20 56 51 18

I Based on combined unduplicated State and local government expenditure totals in each State; datafrom U.S. Census Bureau, 1062 Census of Governments.
2 Excludes expenditures of government-owned utilities and liquor stores, and expenditures of Insurancetrust systems such as unemployment insurance and employee retirement,See footnote 3, table 14.
' See footnote 4, table 14.

Beyond this, there are important differences arising from traditionand differences in tastes. For example, the main reason for the higherper capita outlays for education in California compared to New Yorkis found in the fact that California spends nearly four times as muchper capita as does New York for public colleges and universities.Tastes, too, surely must explain why current operating expenditureper capita for local schools is nearly 15 percent higher in New Yorkthan in Illinois.
The next two tables (16 and 17) compare the same set of States withregard to trends between 1957 and 1967. The recent trends in State-local taxes are not very systematic, although the high-income Statesappear to have been increasing their taxes more rapidly than the low-income ones (the final column of table 16), despite the more rapidincrease in personal income per capita in most of the poorer States.This perhaps is a reflection of the rather large increases in the esti-mated market value of taxable real property in the large urban States(a consequence of high rates of construction of housing and officebuildings in and near the larger cities), which presumably makes itsomewhat easier to increase property tax revenues.
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TABLE 16.-Interstate differences: Trends in State-local taexs, 1957-62

State

Selected large, high-income urban
States:$

New York -.--..--..--...
California --------------
Ihloiso ..- -s-- ----------
Ohio --
New Jersey -----------

[Percent increases, 1957-62] 1

The economic base

I .Market
Per- value Prop-

Per- sonal of tax- erty
sonal income able taxes

income per real
capita prop-

erty2

i

24 16
35 16
21 15
16 8
27 15
92 20

52
59
28
60
38
45

36
65
47
52
54
46

Prop- Gen- Indl- All
erty eral vidual State-
taxes sales in- local
per taxes come taxes
per per taxes per

capita capita per capita
capita

27
38
41
42
39
39

429
7

4 46

(2)
(S)

'92' 70
(S)
(')
(5)49

asassasnuset -- . --vov__
Selected smaller, low-income, less

urban States: I

Mrbississippi -37 7 26 59 47 36 39 30 25

Vest virginia 33 4 7 386 45 433 264 ( 343

Idaho. 26 16 3 32 21 (5) '97 25

North Dakota 55 50 15 25 21 1 91 21

Vermont -25 21 33 43 39 (3) 34 38

U5.S. Average -26' 16 41 48 36 35 59 32

I Based on data in U.S. Census Bureau, 1957 and 1962 Census of Governments.
2 Estimated market value of real property assessed by local assessors for general property taxation. Excludes

State-assessed and personal property.
8 See footnote 3, table 14.
4 Indicates that a major tax rate change occurred in this period.
2 This form of taxation was not used in this State in either 1957 or 1962 or both.

' See footnote 4, table 14.

TABLE 17.-Interstate differences: Trends in State-local expenditures, 1957-62

[Percent increases, 1957-62]'

Per capita

Local
State schools, Total,

per pupil Local Higher High- Public general
schools educa- ways welfare expendi-

tion tines
2

Selected large, high-income urban States: 37
Newr York ---- 18.7 37 85 34 41 37

California-24.1 39 84 19 33 39

Illinois----- 239 45 80 17 41i 42

Ohio 14 3 5 2 1 32

Newiersey - 23.3 39 124 11 641 3

MIassachuzselts - 29.1 44 101 -19 26 20

Selected smaller, low-income, less urban
states:' 

54
Mississippi - 50.3 64 36 46 61

West Virginia ---------- -- - 35.4 36 68 69 73 54

Arkansas--------------- - 49.1 4545134 45

Idaho- 20.9 30 43 41 3 36

NorthDakota - 48.3 58 84 19l 21 39

Vermont - ---------------- 34.6 41 110 81 l 33 57

U.S. average - 26. 2 40 1 I68 221 j 34 | 37

X Based on data in U.S. Census Bureau, 1957 and 1962 Census of Governments.
2 Excludes expenditures of government-owned utilities and liquor stores, and expenditures of insurance

trust systems such as unemployment insurance and employee retirement.
I See footnote 3, table 14.
3 See footnote 4, table 14.

3730

3632

37
33



1366 REVENUE SHARING AND ITS ALTBRNATIVES

The upward movement of expenditures (table 17) was pervasive.Very large rates of increase in spending for higher education wererecorded in this 6-year period nearly everywhere. Largely becauseof high rates of increase in per pupil expenditures for local schools inthe poorer States, the poorer States on balance increased their overallspending more rapidly than did the richer ones. In part, the rich/poorState disparities in the movements of taxes and of expenditures isexplained by the rapid increase in Federal aid in this period, which isof greater importance for the poorer States. Increases in Federal aidwere of particular significance in financing highways and welfare
expenditures.

Table 18 deals with all the States (except Alaska and Hawaii),rather than the 12 selected States of the preceding tables. It bears outthe implication of table 16, that: (1) State-local tax effort (taxesrelative to personal income) has been increasing sharply nearly every-where; and (2) tax effort has been increasing somewhat more in therelatively better off States. In only five States did total State-localtaxes decline as a percentage of personal income in this period: theDakotas and Oregon (which are high tax-effort States nonetheless);
and Nevada and Virginia. In addition, in Georgia and South Carolina,there was only a negligible increase in tax effort.
TABLE 18.-Changes in State-local tax revenue relative to personal income, 1957-62

Numbers of States with per capita personal income-

Percentage change in tax revenues per 1,000 Above the median Below the edian
of personal incomze, 1957-162

And indicated tax/income changes in-

Property Other taxes Property Other taxes

Decline of:
10 percent or more -1 1 10 to 10 percent - -1-2 6Increase of:
0 to 10 percent- 6 8 9 910 to 20 percent -9-------
20 to 30 percent -6 4 2 330 percent or more ------------- 1 l 1 l--------------

Total -- ------------------------------ 24 | 24 24| 24

I Based on data In 1957 and 1962 census of Governments.

In short, the pressures for increased State-local spending andincreased State-local taxes have been very general. Very few States,indeed, have failed to respond to these pressures, or can be said to be
failing to pull their own weight. The proposal for a larger financial
contribution from Federal revenues cannot be answered by pointing
to great disparities in the needs for public services among the States:
the needs are quite general. Nor can the proposal be answered by saying
that many State-local governments are simply not trying hard enough:
nearly all of them seem to be increasing their relative tax takes, al-though they start from different bases and select different tax policyinstruments for heavier use.



PROJECT '70: PROJECTING THE STATE-LOCAL SECTOR"

BY SELMrA J. AIUSHKI.N and GABRIELLE C. Lupo

Extrapolations into the future, whether empirically founded pro-
jections or hunches that are revealed only by their consequences in
action. are being made and will continue to be made. We live in the
present and cannot avoid the future; the decisions we make today
will affect tomorrow. Indeed, many of them must look toward a
longer range future. Such decisions, whether made against the back-
ground of articulated forecasts or out of a subconscious but often
quite strong feeling about the climate of life to be expected, imply
projection in the sense of some view of the future. The choice
is not between making and not making an extrapolation into the
future: it is between making the projections in overt and sometimes
quantitative terms, and proceeding by feel and by faith. Even in-
action implies some picture of the future.-Kuznets.

INTRODUCTION

Project '70, summarized here, is a study of the State and local sector
calling for projection of expenditures and revenues for 1970 as part
of a larger research effort on national economic growth models. The
project consisted of the separate evaluation for the year 1970 of ap-
proximately 100 expenditure components for each of the 50 States
and the District of Columbia, and approximately half as many revenue
items, within a consistent set of economic and demographic assumip-
tions. These were judgmental projections, not time trendings, carried
out on a very disaggregate basis. Following is a summary description
of the projection procedures and findings of Project '70. The details
of the study and its methods are available in separate manuscripts.'

The State and local governments constitute a large and rapidly
growing sector within the national economy, one whose absolute and
relative importance is likely to increase further in years to come. Yet,
advance budgeting and planning, w-hich are accepted means of achiev-
lug effciency in the private sector. are not standard methodology
for the State and local governments. As a general rule States and lo-
calities still operate with severely restricted time horizons. The need
is increasingly evident for State and local governments to develop
methods for projecting program requirements 5 to 10 years in the
future, and for appraising the extent to which existing revenue sources
can be expected to meet projected expenditures. Great benefits would
accrue from techniques which increase State and local governmlent

*Based on an article in the Review of Economics and Statistics, May 1967.
1 Seima Mlushkin and Eugene McLoone. Public Spending for Higher Eduration in

1970. Council of State Governments. Rpsearch Memorandum 374: Selma Mushkin and
Robert Harris. Transportation Outlays of States and Cities: 1970 Projections, RAI 37I:
Senlma 3Muslikin, State Programing and Economic Development, RI :379: Selma Mushkin
and Robert Harris. Financing Public Welfare: 1970 Projections, RMf 3S0; Selma 31ushkln.
Property Taxes: The 1970 Outlook, RJ '1'91: SelAhma M1ushkin and Eugene MicLoone, Local
School Expenditlres: 1970 Projections, RM1 3S2: Robert Harris. Income and Sales Taxes:
The 1970 Outlook for States and Localities, RM1 384; Financing Public Hospitals and
Hlcath Services: 1970 Projections. in manuscript; Water, sewerage, and other Sanitation
Expenditures of State and Local Governments: Projections to 1970, In manuscript.
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capacities to project revenues reliably, to anticipate program develop-
ments and financial requirements, and to appraise alternative reve-
nue-expenditure packages. And, if Federal revenues are to be shared
with the States, the need for rationalized public planning will be-
come even more acute.

Much additional research is needed on projection techniques that
would provide a generalized and consistent approach to the range of
projection problems. Equally important, such research would vield
projections that are comparable between jurisdictions and even across
time. Any fiscal planning for a jurisdiction larger than the single
State necessitates comparability and consistency.

Greater precision in projecting national aggregates for the State-
local sector requires State-by-State analysis to avoid the distortion of
omitting geographical distributional affects. States are not identical
in expenditure level and pattern or in tax level and structure: expen-
diture beneficiary groups and tax bases do not grow at the same rate
from State to State. Consequently, the regional composition of na-
tional aggregate expenditure or revenue items changes over time. Pro-
jecting revenue or expenditure components at the diverse growth
rates (that is, State by State) accomplishes the reweighting precluded
to projections of a national total at an average rate of growth.2

It is the intent of the authors in this summary presentation to en-
courage further study of State and local revenue and expenditure pro-
jection techniques. The research described can be the foundation of
dditional work. One logical sequel is the conversion of the compo-

nents applied in evaluation of separate program developments to
mathematical relationships. Such a transformation should yield a
detailed formal model of the State-local government sector whose
equations were not derived by time trending, and whose parameters
are not exclusively derived from national totals. Another possibility
is assessment of the techniques actually employed for 1970 as a basis
for generalization of the dynamics of State and local expenditure
developments and of the intergovernmental relations involved in our
multilevel public sector.

CONCEPTS

As the U.S. economy grows. both absolutely and in terms of rela-
tive measures such as income per capita, dollar yields of the existing
revenue structures of States and localities will certainlv increase. At
the same tine, expenditures will increase (a) as population growth
and migration. and price level increases raise the outlays necessary to
continue existing levels of public services per beneficiary; (b) as na-
tionally recognized needs for new public services or the expansion of
existilngr programs are met with Federal assistance; (c) as generally
recognized demands for new types or levels of public services or pres-
sures to remedy deficiencies in public services are met by States and
localities without a Federal grant program: and (d) as experiments
with new directions and innovations in public programs occur.

M afore specifically, the same projection technique applied State by State and to national
aguregates yielded for 1970 a nationwide enrollment figure in public colleges and univer-

sities 500.000 different (7.2, million on a national average bas S. 7.7 million as the total
of the State-by-State projections). There was a computed difference of $1 billion in esti-
mated nationwide tax yields for the fiscal year 1967 applying (a) the national average
income elasticity of property and of nonproperty taxes, and (b) State-by-State Income
elasticities of the two broad classes of taxes despite an assumed unchanged State distri-
bution of personal income between the base year (1969) and 1966.
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If assumptions are made about economic and demographic changes
during some future period, then the growth of revenues of present
tax rates and structures, and the growth of expenditures just to main-
tain current levels of services, can be projected for that period. If Fed-
eral aids and consumer-voter pressures are assumed to succeed in stim-
ulating higher levels of State and local services, and judgments are
made about the probable speed of program developments, tilen the ex-
penditures to provide additional or improved services in line with (as-
sumed) national policy directions can also be projected for the period

This describes what Project '70 has done, in an attempt to accom-
plish the following:

1. Measure the relative sensitivity to economic growth of the
taxing structures of States and localities, and of their expenditure
patterns;

2. Assess the interstate differences in the capacities of present
tax structures to finance these emerging program expenditures;

3. Measure the impact of nationwide program movements on
the differing economic and demographic bases of the States; and

4. Determine the likely future impact of the State and local
sector on the national economy.

Since neither the manner of response by a given State to the national
program directions nor potential new programs are predicted, the
results of Project '70 are not a set of predictions of expenditure (or
revenue) levels. Rather, the output is a set of projections within our
assumptions which provide some proximate answer to these problems.

GROWTH FRAM-IEWORK

The study design emphasized achievement of comparability between
revenue and expenditure component projections for each State, and
among States. To provide interjurisdictional, interprogram con-
sistency, while the responses of revenue source yields and program
developments and expenditures to economic growth -were being pro-
jected, a unitary set of assumptions about economic and demographic
variables was used in the projections.

The set of assumptions used in turn w-as generated by a macro-
economic growth model chosen from among several preliminary models
of the national economy developed for the Federal Intra-agency Study
of Economic Growth and Employment Opportunities. These structur-
ing assumptions concern national economic and demographic develop-
ments, price movements, and productivity gains, and of course the
general climate of the international scene. Some of the major compo-
nents of the growthl framework are: (1) a maximum rate of 4-percent
unemployment throughout the period; (2) an average annual growth
rate of GNP in constant prices of 4.1 percent; (3) a general price rise
limited to 1.5 percent per year to derive estimates in 1970 current
dollars with the growth in GNP at current prices of 5.7 percent per
year; and (4) labor force increases at an annual rate of 1.6 percent due
to population rise and output per worker increases of 2 percent per
year. This combination of assumptions yields a GNP of $864 billion
for 1970 and personal income of the residents of the States of $663
billion.

Additional assumptions were made about the progress in each of the
States in response to national economic growth patterns and to demo-
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graphic changes. The U.S. Bureau of the Census 1970 population pro-
jections by State were not available at the project's start. Therefore
population by age group by State was derived for this study.3

Projections of personal income by component by State were also
developed specifically for this study. Subsequent stages of the project
required projected 1970 figures for personal income components for
each State; these were not. available elsewhere.4 The following com-
ponlents were derived separately: (1) wages and salaries: (2) farm
income; (3) enterpreneural earnings; (4) income from interest, divi-
dends, and net rents; and (5) transfer payments in three categories.

TAX REVENUES

There are a series of methodological choices to be made in projecting
tax revenues, even under the assumption of unchanged tax rates and
structures.

Tax revenues call be projected by projecting the trend over a selected
past period of tax collections for each major tax source (on a per
capita or aggregate basis). These could be simple time trends, or de-
ri-ed by correlations with income of the residents of the State, or
other variables. This technique, while frequently used, automatically
builds into the projection chalnges in tax rates and structures over time
without distinguishing yields of altered tax provisions from the yields
flowing from economic growth.

Alternatively, the value or amount of the tax base can be projected;
this, of course, requires explicit identification of the changes in tax
bases as distinct from rates or structures. This procedure permits the
separation and separate focus upon the responses of tax bases (and
thus yield with given rates) to economic and demographic changes;
and allows measurement of revenue results of explicit tax rate or struc-
ture changes under the assumed economic conditions.

The second method was followed for the most part in projecting
revenues by State for 1970. The values of tax bases for major sources
of State and local taxation Rwere identified and projected ahead, as-
suining rates and structures of taxes enacted by May 1, 1965; effective
property tax rates on market value are at 1962 levels.5

The tax base itself presents projection method problems and alter-
natives. Technique possibilities are: (a) projecting trends in State-by-
State tax base values over a selected period (again, this can be a time
trend, or an analysis of correlations with other variables, as income,
earnings, urban concentration of the population, density of population,
over time) ; and (b) determining State-by-State income elasticities of

The population estimates are a combination of U.S. Bureau of the Census projections
or population 14 years of age and over by State, of earlier estimates of total population
by age groups developed by the U.S. Bureau of the Census for the National Education
A.ssocation. and of annual rates of population growth implicit in the annual populationserip by State. published by the U.S. Bureau of the Censiis for the past census years.

4The general method was to compute the trend in each of the per capita compoi-ents
oaer the period 1952-62. adjust the trend values proportionately to the estimated 1970national aggregates and multiply by the appropriate population estimate. For example,
the tr-nded values of average nonfarm wages and salaries in each State were mulltiplied byan estimate of work force in each State. The work force estimate in turn was derived
br applying 1960O labor force participation rates to the age, sex. and race composition ofthe projected 1970 population in each State. and further adjusting for the projectednational changes in participation rates for each age. sex, and racial group. Then the
projected employment level was applied. The employment figures essentially assume a
proportionate scaling down of unemployment in each State, so that the 4-pereent unem-plo yment assumption applies to the Nation as a whole rather than to each State.

5 Except In the case of "special" property taxes.
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the tax bases over a past period, and using these income elasticities to
project the future values of tax bases.

One can define as the determining factor in a decision the least
favorable component in the problem; in this instance, data character-
istics and availability determined the projection technique employed
for a given tax base.

As a general rule, informational materials for which a time series
are available differ in detailed definition from specific statutory bases
of taxes; further, the definitions of statutory base for certain taxes
differ State to State. This creates problems if bases are projected State
bv State unless an attempt is made to measure and project the tax
base as defined by tax statute in each State. Neither data nor time
constraints allowed this. Even if national aggregates of tax bases were
to be projected and then geographically allocated, the appropriate
definition of the "base" for the national aggregate would still be
problematic.

If some proxy tax base is used in place of the statutory defilition for
lack of historic information on the base, adjustments mlust be made in
the proxy base after it is projected forward. The adjustment of base
values for statutory differences (between State bases or between the
proxy and the tax base or both) can be achieved two ways. The rates
applied to the uniform tax base or proxy can be varied fromn statutory
levels to derive effective rates on proxy base which compensate for
differences in statutory base definitions.6 Or, statutory rates can be
applied to the proxy base values in a selected year to determine varia-
tion between the estimated and actual collections in that period. The
differences, if not large, can be converted to a series of State-by-State
adjustment indexes. These adjustment indexes can then be applied to
the estimated yields which result fromn applying statutory rates to the
projected proxy base.

There remains the process of choosing an index to stan(l proxV for
particular tax bases, in those instances where data do not permit the
isolation and projection of the statutory tax base. This reduces to
deciding which is the best analog of those available, such as `personal
income" as the proxy base of general sales taxes, or "cigarette consumnip-
tion" as the proxy base of tobacco product excises. WVhere no available
data series will satisfactorily stand proxy, one must be constructed.
Those taxes for which a proxy base for projection had to be so built
also presented great variances in the definitions of taxable items com-
posing the base. Rather than constructing various proxies, with appli-
cation of statutory rates, uniform proxies were constructed and effec-
tive rates were applied to compensate for variations in State definitions
of the bases. The content of the uniform proxy for a taxc base vas
defined by the practices of the States and localities in wlhich more
than half the population of all the States imposing the particular
tax live.

TREATMENT OF VARIOUS TAXES

For no tax were time series data on State-by-State values or even
on a national aggregate of the statutory tax base available. Thus, the

IThis approach is similar to that followed in m easuring relative use by the States and
localities of representntive tax sources. See Selma Nlushkin and Alice Rivlin, Meatsure.R of
State and Local Fiscal Capacity and Tax Effort, Advisory Commission on Intergovern-
mental Relations.
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revenue projections in Project '70 began with the choice or construc-
tion of a proxy tax base. Then where possible, State-by-State base
values were projected to 1970. Where State-by-State data were un-
available or did not provide reliable projections,' a national aggregate
of the proxy tax base was projected to 1070 and allocated amono- States.
For the personal income tax, only, a different method was emproyed, as
liscussed below. Then the proxy base values were adjusted for statu-
tory differences, by (a) using effective, not legal tax rates: or (b)
it ppgyiog an adjustment index to the vield of statutory tax rates for
alcoholic beverages excise tax. The more significant the revenues pro-
vided by a particular source, the more care was taken in the details

its projection teclmique.
Excise taxes were the least complex calculations. The proxy bases

chosen were: cigarette consumption for tobacco products, gasoline
consumption for highway fuels. consumption of three categories of
alcoholic beverages for taxable alcoholic beverages, and motor vehicles
for motor vehicle and motor vehicle operators' licenses. For general
sales taxes, where a wide variation in statutory bases exists, several
possible base proxies were consicdered. The base chosen as best fit proxy
was personal income by State.

In projecting corporate income tax yields a best fit allocation
formula s was applied to an estimated 1970 taxable corporate income
for the United States, based upon corporate income in GNP terms
projected for 1970 in the national economic growth model. For the
State personal income taxes, the proxy used was a reconstructed yield
series using May 1, 1965, tax structures and rates for each State. The
series for each State was constructed for 1952-61, and the (personal)
income elasticity found; this income elasticity then was used to project
the 1970 value of the yield by State at constant personal income tax
rates. 9

-Corporation income, tobacco products, alcoholic beverages tax, and motor vehicles andmotor vehicle operators' license proxy bases.
5 For 1959 and 1962. "corporate income" as reported by the taxing States to Project'70 was regressed on the percentage distribution of (a) wages and salaries; (b) property(commercial and Industrial) values: and (c) retail sales, these being the three factorstypically used in State statutory allocations of corporate income for tax purposes. Theaverage for each State of its percent share of the three factors gave the best fit. Thepercent distribution among States of the projected 1970 values of wages and salaries,commercial and industrial property values, and retail sales were averaged to derive the1970 allocation formula.
9The following method was used to construct an "as If" series of tax accruals for1952-61. The basic data used were the distribution of adjusted gross Income as definedfor Federal income tax purposes in each year for each State broken Into size classes (for1932-56, in thousands of dollars: 0-I. 1-2, 2-3. 3-4, 4-5, 5-10, 10-15. 15-20, 20-50.50-100. 100+ ; for the years 1957-61, the 5-10 class was in addition, broken Into $1,000intervals). (1) Applying these data we computed the tax at the mean Income In eachclass for (a) a single taxpayer: and (b) a married taxpayer with two children. using theState statutory rate, deduction, and exemption provisIons. (2) The two tax liabilities wereaveraged together, the veights being the proportion of joint versus Individual returns forthaft year for that size class In the statistics of income. This average tax liability wasdlivid~ed by the mean size class income to yield an effective tax rate for that size class ofthat State of that year. (3) The size class rates were applied to the amount of Income Inthat class, and the yields totaled to give income tax accruals for that year for the Stateon a proxy basis.
Once the series were constructed. regressions of the form: Log Tt=a+b log It. whereTt is the constant-rate tax series and Xt Is personal income, were fitted. Correlationcoefficients all exceeded 0.9 (adjusted for degrees of freedom). The curves were forcedthrough actual collections for 1963. to correct any consistent errors In level. Estimatesof 1970 personal Income by State. when inserted in the fitted equations. gave the estimatesof personal income tax yields used. Adjustments were subsequently made to reflect changesin tax rates between 1963 and May 1, 1965.
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Projecting the property tax base poses nearly as many problems as
does projecting the bases of all other taxes combined.' 0 A standard tax
base was defined in accordance with the property taxing policies of
States and localities in which over half the population reside to in-
clude real property, durable producers' goods, inventories, and live-
stock. Major components of these classes of property were separately
estimated and projected for each State: nonfarm residential real
estate, farm properties. vacant lots, commercial and industrial real
estate," and producers' durable equipment,12 inventories, and so forth.

Income elasticity based projections were tested on a. nationwide
basis by depreciating and repricing base year capital values to 1970,
and adding projected new construction year by year, again depreciat-
ing and repricing the additions to 1970. For an historic period, results
of the two methods were fairly close.

Projected 1970 revenues were obtained by applying 1962 effective
tax rates on the standard property tax base by State to the projected
1970 values of the bases.

PROGRAM EXPENDITURES

There are alternative teclniques that can be used to project pro-
gram expenditures. Most simply, the historic rate of increase of ex-
penditures in the aggregate or by category can be trended into the
future in total or in per capita terms. Such a projection reflects neither
program developments nor underlying changes in population char-
acteristics or concentration, nor economic changes or growth.

For those functional areas where potential recipients of the service
can be identified, the future beneficiary load can be projected sep-
arately and multiplied by the observed relationship between expendi-
tures per beneficiary and per capita income. This method is unsuitable
for some expenditure categories, such as transportation. More im-
portantly, per capita income is assumed in this type of projection to
be a proxy reflecting (a) changes in cost; (b) public choice of service
level; and (c) the capacity of States and localities to finance public
services, so that these variables are not available for explicit
treatment.

A third approach is to increase the number of variables used in
projection to analyze the factors affecting demand and supply of dif-
ferent categories of public services. These economic and social de-
terminants have recently been studied for all State and local spending

10 "The" property tax Is not a unitary tax. Rather, it Is a series of levies on varying
combinations of a dozen divers bases imposed by some 80.000 jurisdictions. The com-
ponent bases neither grow at uniform rates, nor respond to the same economic deter-
ininants; additionally, data for a number of the bases are not available.

al The 196i market value of nonfarm residential real estate for each State was pro-
jected to 1970 assum in income elasticities as found for 1956-61 (the only 2 years for
which such data were available). The value of 1961 farm acreage was projected to 1970 on
the basis of multiple regression relation of year-to-year change in per acre values of farm
real estate to corresponding first differences in personal income. (Other relevant variables.
no~tahly farm income and population density, were significantly correlated with farm real
estate values in only a few States, and consistently explained a considerably smaller per-
centage of the observed variation than did personal income.) A unit income elasticity for
puhlic utility properties was asssumed on the basis of a national analysis of the movement
of public utility property taxes between 1957 and 19f32. adjusted for tax rate changes:
then the estimated property taxes paid by public utilities in 1962 were projected to 1970.

"The 1961 stocks of producers' durable equipment were estimated by depreciating and
summing the new equipment purchases for each past year (from Census data)! and repric-
inr the total to 19061 levels. This base year stock was projected, to 1970 assuming the 1961
ratio of producers' durables to commercial and industrial real property.
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and for some services, especially education. However, useful projec-
tion techniques have not yet been generated by these studies. especially
projections that give encouragement to program planning and ad-
vanee fiscal budgeting as an integral part of such programing.

Another procedure is to define a standard unit of service in each
functional area (such as hospital beds, number of classrooms). The
workload in each program is projected into the future. as a function
of assumptions about economic and demographic variables, and pro-
oram scope. Then the workload is combined with a projection of cost
per unit which again reflects the underlying assumptions about eco-
nolilic and social changes, and increases in quality of public services.

Project '70 was particularly concerned with the impacts of eco-
nomic growth and emerging program developments on the expendi-
tures of the States and localities. Therefore, workload projection was
the. basic methodology in Project '70's program projections. In this
technique the variables sensitive to economic, demographic, and pro-
gram level changes are the ones explicitly determining expenditures.
The accessibility of this particular set of variables facilitates the in-
troduction of specific assumptions about future economic, demo-
graphic, and program developments. It also permits quantification of
the effects of altering assumptions about future developments. and pro-vides a basis for long-range program evaluation.

The only major expenditure category for which workload techniques
were not employed was highway expenditures. A workload conimplutation
would necessitate a compilation of highway requirements, whereas
revenue potential is likely to define the feasible, and thus determine
actual highway expenditures. A modified economic and social deter-
minant projection was carried out. similar to the method used by U.S.
Bureau of Public Roads. Capital outlays for highways were projeeted,
based on projected Federal aid as a major source of funlds and on per-
sonal income as a proxy for the revenue-raising potential in the State
(from all sources) and for the overall level of economic activity in-
fluencing the demand for highway transport.

The projections of other major program expenditures were based on
workload computations, and started for each functional area with the
selection (in some instances, formulation), of a standard unit of serv-
ice. As an initial step the change in the workload that would just main-
tain the present scope of public service, given economic and
demographic changes by 1970, was projected. Further changes in themagnitudes of workloads were projected as results of: (a) national
program developments and the Federal grant legislation enacted to
encourage the implementation of such developments; 13 and (b) addi-
tional State-initiated programs in response to nationwide standards
and needs in various functional areas. Judgments were made about the
impact of these program changes on workload magnitudes.

13 The following assumptions were made about Federal grants-in-aid In 1970, in measuringtheir effects on workload magnitudes and cost per unit. In each program in each State:(1) Existing grants will continue through 1970. Including grants made under authorizationsexpiring before 1970. (2) New legislation enacted by the 89th Cong., first sess., will receiveappropriations equal to authorizations, through 1970 (except vocational rehabilltationwhose offerings to States traditionally have much exceeded their "takings"). (3) Revisionupward of grants authorized under the Elementary and Secondary School Act of 1965, andthe National Defense Education Act. (4) Expansion of operations and appropriations underthe Economic Opportunity Act of 1964. (5) Continued growth of Federal share of publicassistance payments. (6) Increase in authorizations for grants for mass transportationfacilities and for school health (an assumption made as a concomitant of the assumptionswith respect to operation of the proposed medical assistance program). (7) No additionaldirect nationally administered programs that would either enlarge or reduce expenditurerequirements in the States and localities.
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The projection of cost per service unit to 1970 was based on
several related assumptions. First, it was assumed that as a mini-
mum, quality in each class of public service will equal the 1962 level
for that State. Second, the probable impact of the 1970 national grants-
in-aid assumed (as noted above) on program quality levels was eval-
uated. Third, judgments were made about likely State-initiated im-
provements in the quality of public services to fill deficiencies rela-
tive to the national standard and to meet generally recognized demands
for higher quality. All public services were recosted or repriced to the
1970 ]evel.14

At this point, a couple of specific examples of program expenditure
projection may help to clarify the methods. Higher education and
public welfare expenditures have been selected as illustrative. The
program developments and the costing procedures for these develop-
ments have been spelled out elsewhere for those functions and other
major functions.

IIIGIHER EDUCATION

Expenditures for public institutions of higher education were classi-
fied by three major program objectives carried out by colleges and
universities, namely, teaching of students, conducting research, and
providing services for the community. The three components were
projected separately.

The major function of higher education is the teaching of students.
The standard unit of service in this higher education program was
defined as enrollments for degree credit by State in public colleges
and universities and was projected to 1970.

(1) The 18- to 21-year-old population projected for 1970 by
State was multiplied by the proportion of 1963's 18-year-olds
graduating from high school by State (upped differentially by
State to reflect increases in holding power of elementary and
secondary schools). This yielded the four classes of high school
graduates 1967-70 by State from whom the four college classes of
1970 are drawn.

(2) These projected 1967-70 high school graduates by State.
multiplied by the proportion of 1963 high school graduates at-
tending college for degree credit for the first time in 1963, by
State (increased differentially by State to reflect enlargement of
demands for college education and reduction of attrition rates),
yielded the 1970 undergraduate degree-credit enrollments of 18-
to 21-year-olds by State of residence.

(3) To these State of residence figures were applied the 1963
migration rates (for is- to 21-year-old degree-credit undergradu-
ates) to give projected degree-credit college enrollments of 1S-
to 21-vear-olds in each State in 1970. Degree-credit enrollments
of undergraduates over 21 (part-time students) were added to
give total undergraduate degree-credit enrollment in each State.'s

The level of prices paid by governments for goods purchased was assumed to increase
at the same rate as the general price level, 1.5 percent per year. Wages and salaries paid
by governments were assumed to rise in line with the projected trends in nonfarm average
wages and salaries In each State. Possible economies in scale of operation were taken Into
account for functions where a decreasing cost per unit of service was appropriate: In other
cases a constant cost per unit of service was indicated by the available information.

15 The 1961-62 enrollments of part-time undergraduates over 21 were projected to 1970
levels, and further increases in these part-time students were assumed In those urban
areas projected to grow faster than the total population of their State.
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(4) The 1961-62 enrollments of graduate and first professional
students by State were projected to grow at a faster rate than was
the national undergraduate enrollment's The assumed uniform
growth rates of existing graduate and professional institutions
were amended to reflect the impact of (a) the new National De-
fense Education Act programs, and (b) any projected growth of
undergraduate enrollment much in excess of graduate school
growth in the State (it was assumed graduate enrollments would
also increase faster).

(5) The sum of total undergraduate. professional, and grad-
uate student enrollments is total college and university enroll-
ment.

(6) The 1955-63 increases in private college and university
enrollments by State were trended to 1970 to obtain the 1970 pri-
vate total enrollments by State: this was subtracted from total
enrollments to leave public institution enrollment for each State,
following the assumption that public service levels would not
decline, and that demand for higher education would continue to
be met despite the growth in population of college-going age.
These 1970 residuals were changed (for 18 States) where base
year data inadequately reflected new State policies.

In projecting current teaching expenditures per enrollee. these
expenditures were divided into persona] service expeniditures. and
expenditures for commodities or contractual services. The personal
service component that represents payrolls and fringe benefits Dwas
computed at 75 percent of total current teaching expenditures per en-
rollee, a percentage derived from nationwide data on payroll costs for
instructional and all educational and general purposes. The assump-
tion about salary is a key element in determining the projected amount
of cost per student. Average salaries paid by public institutions of
higher learning have been assumed to rise 1.5 times as much as other
salary and wage payments in each State, or to about 50 percent above
the 1961-62 levels. Certainly a faster than competitive rate of increase
in salaries would be required to attract and retain gifted teachers in a
market characterized by shortages. It is also assumed. however, that
student faculty ratios by 1970 will rise by 20 percent. This 20-percent
rise is based on the conclusion of an earlier studv bv the Office of Edu-
cation that such an increase in student-staff ratios would be the maxi-
mum consistent with maintenance of quality. Any large rise according
to this earlier study would build "into the academic structure a
planned reduction in quality of instructional service." The salary and
stndent-staff ratios are patently linked: a smaller rise in student-staff
ratios would mean higher salary payments, and higher salary pay-
ments than projected would mean less pressure on student-staff ratios.
The commodity and contractual service expenditures per enrollee (25
percent of student higher education current costs) were repriced to
1970 by the projected general price level rise.

The capital outlays by State on facilities for public student higher
education were projected to 1970 on the basis of (a) assumed construc-
tion of dormitory and instructional facilities required for the addi-
tional students by State; (b) assumed replacement or renovation of

1l 10.7 percent compared to 7.6 percent, reflecting increased demands for graduateeducation.
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obsolete, substandard, and rundown buildings by 1970; and (c) as-
sumed continued rise in construction costs (at 3.1 percent per year)
from 1962 levels in each State.

The 1970 capital plus current expenditures per enrollee by State
with projected enrollments in 1970 by State determine the projected
level of public expenditures in 1970 on student higher education in each
State.17

Expenditures on the other activities of public higher education in-
stitutions, research, and public services and extensions, were also pro-
jected to 1970 by State, to provide projected total, total current, and
total capital expenditures in 1970 by States for institutions of higher
education.

Total 1962 current (noncapital) outlays on research were projected
to 1970 on the following assumptions: (a) 75 percent of outlays are
for personal services; the level of wages and salaries paid will be in
accord with general faculty salaries will rise at 112 times the rate of
other nonfarm wages and salaries in each State); (b) 25 percent of
outlays are for commodities and contractual services; costs per unit will
rise at 3 percent per year reflecting the increased complexity of equil-
ment; (c) the volume of research activities thus repriced to 1970 levels
will grow at S percent per year to 1970; (d) the public institution share
in these total current expenditures on research will be 60 percent in
1970; (e) the allocation between States in 1970 of these public current
expenditures on research reflects the 1962 pattern of research expendi-
tures less administrative overhead costs.

Public institution capital outlays for organized research -were es-
timated by State for 1970 from National Science Foundation estimates
of national research facility needs.

PUBLIC WELFARE

Expenditures for State and local public welfare programs are com-
posed of: (a) various programs of cash-assistance payments; (b) sev-
eral categories of vendor payments for medical services; and (c) ad-
ministration, preventive services, and training expenditures. These
were separately projected by State to 1970.

The standard unit of service projected to 1970 -was the aid recipient
for the four federally aided categorical cash-assistance payments pro-
grams (old-age assistance; aid to families with dependent children;
aid to the blind; and aid to the permanently and totally disabled). In
cash assistance to needy not qualifying under one of the federally
aided programs (general assistance) the service uinit -was the caseload.

In projecting recipient loads and total expenditures, the present
pattern of Federal aid for the special categories only, not for general
assistance, was assumed to continue; it was further assumed that stand-
ards of assistance will not change sig-nificantly by 1970, and that pre-
ventive measures to reduce public dependency, such as the economic

'In estimating 1970 expenditures by enrollments, an implicit assumption is made that
the mix of full- and part-time students in each State does not change from itq 1902 level.
If a full-tlme student is defined as one carrying at least 75 percent of the "number of credit
ho urs required for graduation. divided by the number of terms normally taken for grndn-
atlon," then the equivalent In full-time students of the gross enrollments adjusted to
include summer sessions per State can be calculated. These "full-time student equivalents,"
and the costs per full-time student equivalent, are figures more nearly comparable State to
State than gross enrollment data. Their values for 1962 by State, and projected values
for 1970 by State were computed to allow meaningful Interstate comparisons.
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opportunity programi, will not significantly reduce caseloads as early
as 1970. Therefore, recipients in the four special categories and the
caseload for general assistance programs were projected to 1970 on
the basis of trends in the number of recipients (and caseload) for each
category for each State from 1953 to 1964. Since introduction of and
changes in State programs and in Federal grant provisions lead to
interprograml transfers of cases which distort the trends in each pro-
gram, computed trend values had to be adjusted by inspection to
remove these distortions.

There was thus an implicit assumption in the projections that no
further alterations in interprogram caseload relationships will occur.
This assumption was relaxer only for old-age assistance recipients:
it was assumed that the introduction of national hospitalization in-
suranca will have the effect, in the 12 States that have not adopted
medical assistance programs for the aged prior to 1964, of reducing
the projected number of old-age assistance recipients by 25 percent of
the projected concurrent recipients of old-age assistance and old-age,
survivors, and disability insurance. The proportion by State of old-
age assistance recipients concurrently receiving old-age, survivors,
and disability insurance was projected to 1970 by linear extrapolation
of the 1960-64 change in this proportion.

In line with the assumption of no significant changes in standards of
assistance bv 1970, there were assumed to be no significant changes in
real levels of cash assistance bv 1970. Average annual 1964 payments
per recipient (or case) by category by State were repriced to i970 by
the projected rise in the cost of living (1.2 percent per year).",

The product of recipients per category, and payments per recipient
in each category is 1970 cash assistance by State in each category.

In projecting for 1970 by State the nonaged recipients of medical
services paid for by federally aided welfare programs, it was assumed
that: (a) by 1970 all States will have extended vendor-payment pro-
grams for children and other medically indigent, in line with the
legislation expanding the Federal medical assistance program to
include children and other medically needy; (b) the standards for
medical indigency in 1970 will very among the States in proportion
to the standards set for cash payments that determine the number
of nonaged receiving categorical assistance; (c) medical indigents
will be in a 2-to-1 ratio to nonaged categorical cash assistance recipi-
ents-a judgmental assumption which tests out for 1963 data. Thus,
the 1970 potential recipients (nonaged) in each State of vendor
payment services were projected as twice the number of recipients
of categorical aids exclusive of old-age assistance.

The costs by State of medical services provided per nonaged recipi-
ent were projected to 1970 assuming that services provided would on
the average amotmt to half the per capita cost of personal health
services for all persons under 65 years of age. The 1963 per capita
cost of personal health services for all persons under 65 years was
repriced to 1970 at the historical rate of increase of medical care
prices (3.6 percent per year), then multiplied by an index of State-
to-State differences in medical costs, based on 1963 per diem costs
of short-term hospital care in non-Federal hospitals.

18 Average old-age assistance payments to recipients receiving only old-age assistance,
and to recipients concurrently receiving old-age, survivors, and disability insurance were
separately projected to 1970.
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Projected 1970 State and local vendor payments for old-age assist-
ance and medical assistance for the aged were based on (a) the pro-
jected 1970 number of old-age assistance recipients in each State, and
(b) 1963 per recipient vendor payments in each State, reduced by
that share in each State devoted to hospital services which national
hospitalization insurance will cover, then repriced to 1970 with the
increase in medical care costs.

Projected 1970 State and local expenditures for vendor payments
in general assistance programs in each State were calculated assuming
the fiscal year 1964 ratio of vendor payment cases to cash assistance
cases under general assistance programs would continue, and that
services provided per case would remain at present levels.

Administration, preventive services, and training expenditures by
State were projected for 1970 by assuming a minimum level of
expenditure in 1970 on these services of 13 percent of assistance costs
(in 1963, the national average expenditure for these services was 10
percent of assistance), with those States which in 1963 spent more
than 13 percent projected to spend the same percentage in 1970 as
in 1963.

FINDINGS

The application of these summarized methods within the backdrop
economic model yielded a set of findings on State and local finances in
1970. Following are some of these findings, as they bear on the com-
plex of relationships which Project '70 was designed to clarify:

1. The likely future role of the State and local governments as
a growth sector of the national economy;

2. The responsiveness of present State and local taxing struc-
tures and yields to economic growth;

3. The relationship of State and local program expenditures
to growth of the national economy;

4. Additional fund requirements of States and localities for
these emerging program expenditures.

STATE AND LOCAL SECTOR IN THE GNP ACCOUNTS

At the end of World War II, there existed a large backlog of unmet
public needs due to wartime restrictions on construction, relative sta-
bility of State and local governmental employee salary levels, and
neglect of certain public facilities in the years preceding the war.
Population growth and the continuing concentration of the popula-
tion in metropolitan areas created additional pressures for State and
local spending; purchases of goods and service rose rapidly. Between
1946 and 1952 these purchases grew at an average annual rate of 15.2
percent in current dollars; State and local purchases of goods and
services have continued to increase at rates of 8 percent or more per
year, a rate substantially in excess of the rate of growth in national
output.

State and local demands for goods and services can be expected to
continue rising faster than gross product (barring increased world
tensions) States and localities provide services essential to urban liv-
ing, such as street and highway construction and maintenance, water
supplies, police and fire protection; they carry out such basic govern-
mental functions as education.

80-491-67-vol. III 11
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VVe have projected State and local purchases of goods and services
to rise to $97.3 billion, which is almost 55 percent above the 1964
amount and more than 80 percent above purchases in our base year
1962. As a quick assessment of this magnitude, it may be noted that if
State and local purchases wevere to increase as they did between 1962 and
1964 by about $5 billion per year, a total of over $90 billion would
be reached by 1970.

We have projected within the context of our national model a
declining rate of increase of State and local purchases of goods and
services, in consequence of certain demographic and program
developments:

1. The rate of growth of school-age population is declining
markedly, and is projected for the years ahead at less than half
the rate of increase in the past (3.8 percent per year 1952-58, 3.1
percent 1958-64, and 1.2 percent per year 1964,70).

2. Despite continuing increases in public college and university
enrollments, private institutions may be expected to carry a part
of the -rowing educational load.

3. itighway construction expenditures have been increasing at
a declining rate and some further dropoff in this rate may be
expected as the Interstate Highway System nears completion.

4. Use and tax support of public hospitals have been lowered
by voluntary health insurance; this trend will be accelerated by
the recently enacted national hospital insurance program for the
aged.

5. Technological and scientific advances have reduced the im-
portance of public health controls on contagious and infectious
diseases; the urgency of medical services for the chronically ill has
increased, but there is not yet developed a clear demarcation of
public versus private responsibility for these services.'s

There are antithetical or countervailing forces as well: the likely
concentration of more of the population in urban areas brings a conl-
comitant requirement for enlarged public services; increased national
aid to States is stimulating expanded outlays on (a) public facility
supports for industrial development in the economically depressed
regions and (b) programs designed to overcome the effects of poverty,
and to prevent public dependency.

19 Transfer payments by States and localities as well as purchases of goods and services
will be affected by the reduced rate of growth in the child population, and by the expan-
sion of the national social insurance system that each year brings additional aged persons
on to the annuitant rolls, and reduces the loads on State and local public assistance
programs.
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TABLE 1.-State and local government receipts and expenditures, selected years
1946-64, and 1970 (projected)

[In billions of dollars]

1970
1946 1957 1962 1964 Illus- Illus-

tration tration
I II

Receipts $ . .12.9 $38.2 $58.6 $68.6 $105.5 $99.8
Personal tax and nontax receipts-1.5 5.2 8.7 10.6 15.9 15.8
Corporateprofltstax accruals. 5 1.0 1.4 1.6 2.3 2.3
Indrect business tax and nontax accruals -9.3 25.5 36.9 41.9 59.9 57.9
Contributions for social insurance- .5 2.3 3.5 4.1 5. 7 5.7
Federal grants-in-aid - 1.1 4.2 8.0 10.4 21.8 18.1

Expenditures ' 11.0 39.5 57.6 67.2 101.4 101.4
Purchases of goods and services -9.8 36.6 53.7 63.1 97.3 97.2
Transfer payments to persons-1.7 4.2 5.7 6.5 8.0 8.0
Net interest paid - 3 .5 .8 .8 1.1 1.1
Less current surplus of government enterprises---- .7 1.8 2.6 3.1 5.1 5.1

Surplus or deficit on income and product account '2-- 1.9 -1.4 .9 1.4 4.1 -1.6

I Totals may not add due to rounding.
2 These amounts reflect the financial operations of the State and local retirement systems under which

reserves have been accumulating.
Source: 1946, 1957, and 1964: Survey of Current Business, August 1965, table 9, pp. 38-39.

State and local purchases have reached and exceeded total purchases
by the National Government; except as military requirements compel
Federal procurement to rise, they would continue in excess of National
Government purchases. State and local purchases of goods and serv-
ices as a ratio to National Government purchases of goods and services
for selected years as shown below:
1946 ---- 0. 57
1957 -. 74
196 --. 85
1964 ---------------------------------------------- ------------------- 97
1965 (IV quarter annual rate)- -___________-___________-_______1. 0

INCOME ELASTICITY OF STATE AND LOCAL TAXES

After projection of the 1970 yields of present State and local taxes
under conditions of economic growth, 2 0 the implicit income elasticities
of the several taxes were computed, State by State. Also, the projected
changes in the yields of the present tax structure, aggregated geo-
graphically for each taxi were related to the assumed changes in gross
national product on which the projections are based. These implicit
gross product elasticities, by type of tax as shown in table 2, generally
agree with earlier findings.21 However, considerable State-to-State
variation exists: elasticities computed for one or several States are not
representative of the norm, and national average elasticities are very
undescriptive of particular States. The higher elasticity computed in
illustration I for the property tax yield is notable; the State and local
tax structure overall has a computed gross product elasticity, alter-
natively, of 1.0 or 1.1. The higher overall elasticity corresponds to
illustration I for the property tax, with its gross product elasticity
of 1.2.

-' The most recent computations use rates as of Mar. 1. 1965, except for property taxes
in which case effective rates are as of 1962, the latest year for which there are com-
pa rable figures for all the States.

21 See Otto Eckstein. Trends in Public Expenditures in the Next Decade, Committee for
Economic Development, 1959; Dick Netzer, "Financial Needs and Resources Over the
Next Decade: State and Local Governments." Public Finances: Needs, Sources, and Utili-
zation, National Bureau of Economic Research, 1961.
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TABLE 2.-Projected growth in yield of State and local taxes, fiscal year 1962 and
calendar year 1970, and implicit gross national product and personal income elas-
ticities

Elasticity J

Type of tax Percent
increase I Gross Personal

national income
product

Total.
Illustration I - ---------------------- 64.4 1.1 1.1
Illustration II - ---- ----------------- 59.3 1.0 1.1

Property:
Illustration I - -73.4 1.2 1.3
Illustration II - -62.3 1.0 1.1

Nonproperty - -56.8 .9 1.0
Sales and gross receipts - -48.3 .8 .9

General ------------------- 57.8 1.0 1.0
Selective ---- ---------------- 40.7 .7 .7

Motor fuel - -------------------------------- 36.1 .6 .6
Alcoholic beverage - -34.9 .6 .6
Tobacco products - 24.3 .4 .4
Insurance - -72. 0 1.2 1.3

Public utilities -- 55.9 .9 1.0
Parimutuels --- ---------------- - 72.0 1.2 1.3
Amusements ----------- 75.2 1.3 1.3
Other ------------ 46.1 .8 .8

Income -- ------------ 95.2 1.0 1.7
Personal ----- 1--------------- - ---------------- 102.1 1. 7 1.8
Corporation - -79.6 1. 3 1.4

Death and gift - -66.5 1.1 1.2
Severance --- 30.1 .5 .5
Motor vehicle and operators' licenses 32.0 .5 .6
Corporatelicenses --- ------------------------------------- 60. 1.0 1.1
Other - -15.5 .9 1.0
Exhibit items:

Gross national product -60.0
Personal income - - 56.2

I Projected growth at rates effective in 1962.
2 Percent increase in tax yield from 1962 to 1970 per I percent increase in GNP or personal income over

the same period. Since personal income is projected to grow at a slightly slower rate than GNP, expressing
t he growth rates per 1-percent increase in personal income results in slightly higher elasticities.

Measurement of the income elasticity of the property tax base or
yield (the subject of a considerable body of research) presents con-
ceptual difficulties.2 2 Unlike income or sales, the value of the property
tax base is not uniquely defined by statute and does not automatically
respond to economic change. Rather, the value of the property tax
base depends on the actions of taxing agencies and assessors. In mak-
ing illustrations I and II, and a third illustration (not shown), dif-
fering assumptions were made about reassessment practices.

The assumption of illustration 'I was that the property tax base
grows with the market value of property, and that the ratios of as-
sessments to market values of property remain unchanged. Under this
assumption the taxable value of property is projected to rise from
$1.1 trillion in 1961 to almost $2 trillion by 1970.

1 See Dick Netzer, "Income Elasticity of the Property Tax: A Post-Mortem Note,"
National Tiax Journal, June 1964.



REVENUE SHARINTG AND ITS ALTERNATIVES 1383

TABLE 3.-Summary of general property tax base at market values, 1961 and 1969-70
(projected)

(In billions]

Class of property 1961 1969-70 Percent Elasticity I
increase

Total - -$1,118.1 $1,987.3 77.7 1.26

Real -903.3 1,649.7 82. 6 1.34
Personal -214.9 337.6 57.1 .93

Nonfarm residential- 509.S 97.7 91. 6 1.48
Commercial and industrial-391.3 656.8 67.9 1.10

Real -204.2 358.0 7.3 1. 22
Personal -187.1 298.8 59.7 .97

Farm -158.1 221.4 40.0 65
Real -130.3 182 5 40.0 .65
Personal - 27 8 38.9 400 .65

Vacant lots ------------------ 35. 2 94.3 167. 9 2.72
Minerals -23.8 38.2 60. 5 .98

I Percentage growth in property value per 1-percent increase in gross national product between 19061 and
1969 70.

In illustration II, the rate of lag in reassessment observable between
1956 and 1961 was assumed to continue. In this interval, assessed
valuations increased by 34 percent, while market values of property
rose 41 percent; that is, assessed values rose 0.83 percent for each 1-
percent increase in market values, and the taxable value of property
is projected to rise to $1.8 trillion 'by 1970.23 24

The derived gross product elasticities correspond to the projected
total tax yield in 1970 of $70.3 billion (illustration I) or $68.2 billion
(illustration II) and total receipts on a gross product account basis
(less social insurance contributions and Federal grants-in-aid) of
$78 and $76 billion in the two illustrations.25

Using past experience as our criterion, we can outline a structure
within which reasonableness can be evaluated. In the 10 fiscal years
195X-64 tax collections rose by a total of $25.7 billion, or 8 percent per
year. This historic increase is due in part to the response of tax bases
to economic growth (the State and local tax structure unchanoing),
in part to rises in effective tax rates with rising income if existing tax
structures are in fact progressive, and in part to the legislative altera-
tions in the tax rates and structures that did occur. The relative im-
portance of changes in tax rates and structures and of automatic tax
base and "built-in" effective tax rate growth in this period can be
estimated; applying the gross product elasticities derived in this study
for the present tax structures to the revenue level and gross product
increases of the past we can approximate the revenue increase attrib-
utable to tax base growth and to base-year tax structures having non-

3 A third calculation was made ia an attempt to measure the more nearly automatic
responsiveness of the property, tax to economic growth, treating reassessment of older
properties as a purely administrative decision. In this illustration, it was assumed that
the property tax base is increased only by the addition of newly constructed properties to
the tax rolls and that older properties are not reassessed, but are kept on the rolls at 1961
levels (the latest year for which information is available); the 1970 property tax base was
thus projected at $1.6 trillion for 1970, or IS percent below the base at market value. The
implicit gross product elasticity of this alternative is 0.7.

i An unpublished memorandum of Allen D. Manvel. Chief. Governments Division. U.S.
Bureau of the Census, indicates for the interval 1961-63, a GNP elasticity for assessed
valuations of less than unity.

'; Again it must be stressed that the aggregates are based on the $S64 billion gross
national product projected for 1970 and are the sum of the totals computed by tax and
by State.
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zero effective tax rate income elasticities and allocate the residual rev-
enue increase to legislative changes in tax rates and structures. This
computation is shown in table 4; 26 in the decade fiscal 1954-64 "auto-
matic" yield growth would account for 80 percent of increments in
total tax collections, while statutory tax rate or structure changes
would account for the remaining 20 percent of the increased yield. To
provide this increase in yield, the index of statutory rates and struc-
ture of the entire State-local taxing system must have risen by a total
of 23 percent of its base year level over the interval, or by 2.1 percent
per year. The relative changes in the index of statutory rates and
structure, and the implicit annual rates of change of this index for
various taxes are also shown in table 4.

TABLE 4.-State and local tax yields, fiscal years 1964 and 1964 and calendar year
1970 (projected)

[Dollar amounts in millions]

Projected Implicit
Actual yields of Percent Increase Percent statutory

collections constant tax over period per year rate increase,
structure 1954-64

Tax source
1954-4 1963 - 1963-

70, 1954- 70, Over Per
1954 1964 1964 1970 pro- 64, pro- period year

Actual Pro- jected actual jected
jected

Total taxes 22,067 $47,7 8$38,8 l$70,310 116. 5 75.9 53.2 8 0 6.3 23.1 2.1

Property tax - 9,967 21,241 38,618 32,981 113.1 86. 8 ' 60. 6 7.9 7.0 14.1 1.4
Personal income taxs. 1,127 3,791 2,590 6,550 236.4 129. 8 85. 6 12.9 9.2 46.4 3.9
Corporate income tax 778 1,695 1, 509 2,294 117.9 94. 0 43.4 .1 5.3 12.3 1.2
Sales and gross

receipts taxes- 7,276 15,762 11,489 21,881 116. 6 57. 9 44.9 8 0 .4 37.2 3.2
Other, including

licenses- 2, 918 , 296 4,608 6604 81 5 57. 9 28. 7 6.1 3. 7 14.9 1.4

' Based on average for two fiscal years 1963 and 1964 to approximate calendar year.
'Assuming gross product elasticity of 1.2.

Assuming gross product elasticity of 0.8.

Data bearing directly on changes in effective tax rates are available
only for the property tax; these data suggest a 1.5 percent per year in-
crease in effective property tax rates (or 7.5 percent over the period
1957-62,27 which corresponds reasonably well to the increase per year
shown for the property tax in table 4.

6 Let T. be the tax yield during the base year, B. the tax base, Ao the effective tax rate
of the base year tax structure during the base year, and Lo=l where L Is an Index of
statutory. rates and structure set equal to one for the base year.

Let the tax yield In some future year be (To+A), the tax base be (Bo+AB), the effec-
tive tax rate of the base year tax structure be (Ao+AA), and the index of statutory rates
and structure be (L.+AL)=(To+AT)/ (Bo+AB) (A.+A).

If the gross product elasticity (somehow available) of the base year tax structure is
applied to T. and to the change In gross produce between the base year and future year,
then by definition an estimated tax yield Is calculated, E-(Bo+AB)(A.+a)L.. In the
context of the computations made, this is equivalent to assuming that the relative
responsiveness of the effective tax rate of the 1954 tax structure to the 1954-64 Income
levels is the same as the projected responsiveness of the effective tax rate of the 1962
tax structure (used to calculate the Income elasticities) to actual 1962 income and pro-
jected 1970 Income.

Then, the relative change In the Index of statutory rates and structure, AL/Lo=AL, Is

equal to ET.-T )/(1+ET°) or AT-E To

nU.S. Bureau of the Census, Government Division, Property Taxation in 1969, Novem.
ber 1964, p. 19.
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Total tax collections with constant revenue structure are projected
to rise 6.3 percent per year; whereas the estimated State and local pur-
chases of goods and services rise 7.7 percent per year as indicated above
(1962-TO) and total general State and local expenditures are projected
to grow 7.2 percent per year.

INCOME ELASTICITIES OF STATE AND LOCAL EXPENDITURES

Less attention has centered on the income elasticity of State and local
expenditures than on the income elasticity of State and local taxes.
Yet, findings of social and economic determinant studies emphasize the
significant relationship between State and local expenditure and ag-
gregate income.28

States and localities are producers of an important segment of total
national product, their level of production and of spending on inputs
is multiplely linked to national economic growth. Some of the obvious
relationships can be listed as follows:

(a) Consumer-voter demands for the package of public outputs
change concurrently with growth in income, and income per
capita;

(b) Growing national product enlarges the capacity of govern-
ments to finance expenditures without changing their revenue
structures; 29

(c) Private sector output per worker influences wage and salary
levels in the public sector, just as the private sector mostly deter-
mines the market prices of goods and, therefore, procurement
prices paid by governments;

(d) in turn, State and local indirect taxes (and demands for
goods and services) affect the prices paid in the private sector.

The expenditure projection of Project '70, derived by a highly dis-
aggregative procedure, are summarized in table 5 showing the amounts
by function, the annual growth rates, and the ratios of these growth
rates to the growth in the national product in the context of the over-
all economic model.

52 Determinant studies are typically cross sectional regressions of per capita expendi-
tures of States and localities on a variety of variables, as income per capita, population
density. degree of urbanization; per capita income is the most explanatory of interstate
variations. Recent research examines relative changes in income and expenditures over
time, see James Dusenberry, Otto Eckstein, and Gary Fromm, "A Simulation of the U.S.
Economy in Recession," Econometfica October 1960; Roger Bolton, "Predictive Models
for State and Local Government Purchases," unpublished manuscript for Brookings Insti-
tution. 1966; E. Cary Brown and Albert Ando, Government Revenues and Expenditures,'
unpublished manuscript for Social Science Research Council, December 1963.

uEmpirical findings substantiate a significant consumer-voter reluctance to alter a tax
system with known effects; attaining the preferred provision of governmental services is
traded for avoiding the uncertainties attendant on a tax change. Put in other words, fiscal
capacity is still a determinant of government spending even in a general analytic
framework.

1385
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TABLE 5.-State and local general expenditures, by function, calendar years 1963
and 1970 (projected)

[In billions]

Growth rate per GNP elasticities
Calendar annum (percent)

Calendar 1970 (pro- .
1963 jected)

1914-64 1963-70 1954-64 1 1963-70

General expenditure-- $66. 6 $108.3 8.5 7.2 1. 6 1.3
Education 2- - 25.2 44.6 9.7 8.5 1.8 1.5
Local sehools--------- 19.6 31.0 8.6 6.8 1.6 1.2
Higher education 5.1 12.1 14.6 13.1 2. 7 2. 3

Transportation - - 12.1 17.4 7.8 5.3 1.5 .9

Highways-11.4 16.2 7.8 5.1 1.5 .9
Air and water - .6 1.2 7.8 9.0 1.85 1.6

Public welfare - - 5.6 8.9 6.5 6.8 1.2 1.2
Health and hospitals 4.8 8.0 7.4 7.7 1.4 1.3
Police and fire - - 3.5 5.1 7.2 5.6 1.4 1.0
Natural resources and local

parks-_ 2.6 4.3 9.2 7.2 1.7 1.3
Sewerage and sanitation 2.1 3. 5 7.9 7.3 1. 5 1.3
Interest on general debt 2.3 3.6 12.6 7.0 2. 4 1. 2
Other general -- - 8. 5 13.0 7.9 6.3 1. 5 1.1

X Computed on basis of average gross oroduct for calendar years.
2Includes educational allowances and manpower training not shown separately, "other" education

In census definitions.

NOTE.-Totals may not add due to rounding.

To provide a framework within which to interpret these varied
elasticities and relative growth rates, we returned to our basic meth-
odology. As indicated earlier, for each activity the magnitude of the
workload at a standard definition was compited for 1970; then the
goods and services required to provide the 1962 level of public service
per unit were costed out at 1970 prices. Approximately uniform in-
creases in scope of service through expansion of the workload, e.g.
addition of preprimary schoolers, and in quality of service (more
goods and service provided to each unit of the workload) were built
in for each State, as a response to national program policies.

The projected magnitude of expenditure increases depended upon
the increases projected in the workload at a standard definition of an
activity, upon the projected increases in the prices paid by State and
local governments for personal services, and for goods utilized in
providing public services, and upon the projected increases in scope
and quality of service in each functional area.

Workload.-The workload at standard definition in a number of
program areas is some segment (age group or other) of the popula-
tion; costs, and quality and scope remaining constant, State and local
expenditures on these activities will grow as does this population
segment. Growth of gross product is also related to the growth of a
population component, namely the work force; prices, and output per
worker remaining constant, gross product will grow as does the work
force. So that, other things being equal, we should expect a Treater
than unitary gross product elasticity for State and local expenditures
on those public services for which the workload grows faster than
the comparable factor of GNP growth, the work force. Similarly, we
should exrect a unitary gross product elasticity of exDendithres where
the workload grows proportionately to the number of employed in the
economy, and a low gross product elasticity if the workload growas
more slowly than the employed labor force.
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A comparison of workload rates of change and employment rates of
change for selected functions is shown below:

Per annum increases in labor force and private employment, and in workloads of
State and local governments, 1954-64 and 1963-70

1054-64 1963-70

Total civilian labor force --------------------------- ' 1.4 ' 1.8
l'rivate employment (nonfarm) - 1.4 1 2.1
Local schools (school age population)-.2 1.3
Higher education (college age population) --- 3.1 3.6
Urban services: Police, fire, sanitation, sewerage, water supplies, transit, etc.

(urban population)-'2.6 '-2.-0
Public welfare: 83.1 5.7

Assistance recipients ------------------ 2'-3.4 1.67
Aged population- 2.4 1.6

Other public services (total population)- 1. 7 1.4

I Based on l.S. Bureau of Labor Statistics data.
2 Based on U.S. census data for period 1930-60; projection assumes that all additions to population are

ocated in urban places.
3 Change reflects impact of social insurance program extensions on public assistance caseloads.

Cost per unit.-The cost increases over time in providing standard
levels of public services per workload unit are in the main increases in
wages and salaries of State and local governmental employees. As de-
scribed in the presentation of methodology in repricing personal serv-
ices to 1970 levels, it was assumed that State and local governmental
wages and salaries would move competitively with wages and salaries
in the private (nonfarm) sector. In the economic model underlying the
projections, it was assumed that private wages and salaries would in-
crease in proportion to increases in output per worker. Gross private
product (prices and work force remaining constant) will increase as
does output per worker. In the projections, costs of personal services
were increased in proportion to the growth in output per worker, and
therefore will move with the gross private product (nonfarm), other
things being equal.30 Generally speaking, if the workload for State and
local overnmental functions moved with the employed labor force,
and if unit costs 31 changed proportionately to output per worker (in
current dollars), the product elasticity of State and local expenditures
would be unity except for extensions of scope and quality of services.32

Qualdity and scope of services.-In using this quality and scope of
service concept to interpret our projections, and in testing the idea
against historical data, we must determine whether "quality and scope"
can be measured other than as a residual and whether the factors con-

0 This assumes that there are no changes over time In the productivity of workers
employed by State and local governments. Also, the economic rents which the owners of
skills in inelastic shortrun supply receive in the guise of higher wages and salaries Is not
explicitly dealt with; this Implicitly assumees that these (salary) economic rents Increase
in proportion to Increases in productivity, whereas they will Increase or decrease as
demand for the various scarce skills changes. In fact. in making the projections ot Project
'70 these "other things" were not held constant. For instance, as already noted. in project-
ing States and local expenditures on higher education to 1970. It was assumed that student-
faculty ratios would rnse bv 20 percent by 1970 without reducing the quality of instruc-
tional service, an assumed majior Increase in productivity In the public sector; It was also
assumed that wages and salaries paid in teaching and research activities in public insti-
tutions of higher education would rise 1.5 times as much as other wage and salary pay-
mentq In each State, due to "a market chqracterizel by shortages."

11 Personal services are not the only Input for State and local government activities: as
Indicated earlier in the methodology, costs per unit were separately projected to Increase
With private wages and salaries (nonfarm). with construction costs. and with general
price level for the nonpersonal service, nonconstruction component of procurement
expendlitnres.

3 We shift the analysis here from gross national product to gross private product (non-
farm) because of the methodology used In the disaggregated projections.
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tributing to changes in quality and scope can be isolated in the data,
and so separately measured.

Under one set of simplifying assumptions," the difference between
the rate of growth of workload and the rate of growth of State and
local employment may be interpreted as a measure of the extent of in-
creased scope or quality of services. Suppose the only public service
provided was hospitalization for mental illness, with the incidence of
mental illness uniform for all age groups in the population, and an un-
changing standard for hospitalizing the mentally ill, so that the work-
load can be identified as population. Growth in population, if the
patient-hospital personnel relationship was not altered, would lead to
an increase in mental hospital employment exactly proportionate to the
increase in the population. A faster increase in employment in these
hospitals would suggest a lower patient-personnel ratio and higher
quality of care.

If in this example, we relax the assumption of a constant ratio of
public sector wages to private sector wages, then changes in the ratio
of State and local employment to State and local workload are only a
partial measure of changes in scope and quality of services. If the rate
of wage increase in the public sector is less than the rate of wage in-
crease in the private one, the caliber of the staff may have declined. and
thereby decreased the quality of the service provided; a faster growth
of public sector wages than private sector wages would indicate im-
provements in the quality of public services. By comparing the rates
of change in output per worker in the private sector (nonfarm), with
the rates of change in average wages and salaries for public employees
we then can obtain a second type of measure of extension in quality or
scope of public service.

During the period 1954-64 the growth in the workload of State and
local governments measured rather crudely was 2.4 percent per year; 34

employment in State and local government rose 4.3 percent per year;
thus on the first approximation basis the increase in scope and quality
is 1.9 percent per year during the decade. In this same interval average
wage payments to State and local employees rose by 4.4 percent per
year, a rate of increase in excess of the rate of growth of output per
private nonfarm worker in current prices of 0.2 percentage points.
(In the decade 1954-64 there was still some catching up on wartime
lags in public salary level changes, and therefore pay increases greater
than in the private sector, as "quality" was being restored.) If this
"extra" wage increase is combined with a rate of employment growth
above the rate of increase in workloads in the State and local sector, we
arrive at a combined estimate of quality or scope of public service
change during this 1954-64 period of 2.1 percent per year.

The three factors-the growth in the workload of State and local
governments, the rise in cost per unit of service, and the rise in quality
or scope of service-account for the 8.9 percent past rise in personal
services provided by the States and localities. (See table 6.)

3 Public services require only personal service Inputs: productivitv of workers in thepublic sector does not change over time, the ratio of wage rates in the public sector to
wage rates in the private sector does not change over time.

34 An average or the rates of growth in total population and in school-age population,weighted by the ratios of educational to total expenditures, and of noneducational expendi-
tures to total expenditures.
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TABLE 6.-Per annum growth in private gross (nonfarm) product and on personal
services provided by State and local governments
PRIVATE GROSS (NONFARM) PRODUCT (PGP)

[In percent]

Output per worker

POP Work force Current 1958 dollars Price deflator
(nonfarm) dollars

1954-64 -' 5.7 i1.4 '4.2 2.4 I 1.8
1963-70 -35.7 3 2.1 33.6 ' 2.3 3 1.3

PERSONAL SERVICES, STATE AND LOCAL GOVERNMENTS

Expenditure Private Quality end scope of service
on personal Workload Cost per unit sector output

services per worker On Ist basis On combined
basis

1954-4 - ' 8.9 '2.4 6 4.4 4.2 '1.9 '2.1
1903-70 - . ' 7.6 '1.4 3.6 3.6 '2.4 '2.4

'Council of Economic Advisers, Economic Report of the President, January 1966.
Employment data from U.S. Bureau of Labor Statistics.
1970 estimates from one of several national economic models, Federal Interagency Committee on Eco-

nomic Growth and Employment Opportunities.
' Personal serviees, U.S. Bureau of Census, Governments Division, for fiscal years 1WM and 1064 with

average for fiscal 1962-63 and 1963-64 used as calendar year 1963. The 1970 figure is an approximate one,
implicit in current operation expenditure projections of Project 1970.

5 See text for explanation of estimates.
6 Computed from U.S. Bureau of Census, Governments Division, data on public employment and

payrolls.

NOTES.-(I) General expenditures of State and local governments in the fiscal years 1954-64 grew 8.5
percent per year;the projected figures suggest a rate ofgrowth of 7.2 poerent per year in general expmnditures.
(2) Growth of output per worker will not completely reflect output per man-hour increases, due to changes
in the average workweek. A decrease in the average workweek constituted part of the basic economic model
used.

Applying the same analysis to the projections made for 1970 we can
break into separate components the approximate 7.6 percent per year
growth in State and local personal services implicit in our 1970 ex-
penditure projection and relate the projection to the underlying eco-
nomic model.

For the period ahead the workload is rising more slowly than it did
in the decade past. We have assumed that public wage and salary pay-
ments will grow proportionately to private output per worker (non-
farm) in current dollars. Therefore, the residual increases in personal
service expenditures represent our implicit allowance for increased
quality and scope of service.35 Within this scheme of evaluation the
differences in overall rate of growth in personal service expenditures
are attributable primarily to the difference in workload past and pros-
pective, with the scope and quality of public services projected to rise
over the period ahead at a rate approximately equal to that experi-
enced earlier.

xi For the States and localities relative growth in quality and scope of services Is
defined as

(relative growth in expenditures on personal services)
(relative growth In workload) x (relative growth In private output per worker)

Relative growth in expenditures on personal services is by definition the product of the
relative growths in (State and local) employment and in cost per employee. Therefore
the measure of growth in quality and scope of services on this residual basis is definition-
ally equivalent to the measure on combined basis of the text.
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These projected extensions in scope and quality of services are
closely tied to current national policies as embodied in the recent au-
thorizations by Congress of substantially increased Federal payments
to the States and localities. Some $22.1 billion of Federal grants-in-aid
were estimated for 1970 based on legislation adopted by June 1965,
with relatively minor extensions beyond these enactments.' 6 During
the basic research of Project '70 national programs were anticipated
often prior to formal submission to the Congress; on the whole, the
anticipations were surprisingly close to the later congressional action.

The procedure basically assumed that Federal grants-in-aid to the
States and localities would achieve what they set out to achieve, a stim-
ulation of State and local spending.37 In the past decade higher Fed-
eral aids stimulated about 65 percent of the enlarged scope and quality
of State and local services; the equivalent proportion of the projected
extensions accounted for by Federal aids is 75 percent, as shown below:

Average annual growth in Federal payments to States and localities, actual, 1954-64,
and projected, 1968-70 1

[In percent]

Fiscal Calendar
1954-064 1963-70

Federal payments to States and localities -14.7 12. 8
Federal contribution to expenditure growth ' - 1.4 1.8
Federal payments as a percent of changes in scope and quality of services -- 66. 7 75. 0

I The figures relate to total Federal aids, including aids for transfer payments and for construction such as
the Interstate Highway System.

IFederal payments to States and localities weighted by the proportion of Federal grants to State and
local expenditure in the base year.

The higher proportion of Federal aids to extension in quality and
scope of services reflects at least two aspects of the altered inter-
governmental fiscal structure: (a) the larger share of grants in the
period ahead designed to stimulate current expenditures rather than
capital outlays and (b) Federal matching ratios higher than in the
past-90 percent for example for the antipoverty program.

1970 OUTLOOK FOR STATE AND LOCAL FINANCES

The income and fund requirements of the States and localities are
summarized in table 7, as projected for 1970. In any year funds are
needed to meet general expenditures and the governments' contribu-
tion to retirement funds, to redeem State and local debt as it becomes
due, and to provide additional working capital, that is increments in
amounts of cash in sinking funds and on hand as the aggregate outlay
mounts. For the combined purposes, we project the 1970 fund require-
ments of States and local governments at $122 billion.

p' Some 50 officials were consulted in the preparation of these estimates to reflect agency
plans. The estimates remain. however, the responsibility of the project staff and cannot
be attributed to the Federal agencies. See note on p. 15} for the assumptions on which
projections of Federal aids were based.

7 In Eloy Bahi and Robert Saunders. "Determinants of Changes in State and Local
Governrlment Expenditures." Not ional Talc Journral. Sarch 1965. this conclusion is reached
in another way. In a study of interstate variations in changes in expenditures among the
States over the period 1957-60. they relate expenditure changes to changes in per capita
Income. popnlation density, urban pop~ulation. Federal grants, and public school enroll-
llents ws-th the finding that the chansges in per capita Federal grants to the States is the

only factor which significantly affects changes in State and local spending per capita.
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TABLE 7.-Fund requirements of State and local governments, fiscal year 1964 and
calendar year 1970 (projected)

[In billions]

Calendar I Fiscal
year 1970 year 1964

Fund requirements

Total-$121.8 $o7.

General expenditures -108.3 69.3
Additional government contributions to retirement funds-2.5 1. 7
Debt redemption -7.5 5.0
Additional working capital- 3.5 3.0

Revenues available

Total -- - - - - - -- ---------- I $GS. 2

High revenue illustration- $107.9
Low revenue illustration -102.2

General revenues, own sources, including net liquor store profits - -58.7
Illustration I -86.4
Illustration I- 84.3

Net utility revenues --. 6 -. 5
Revenues from Federal Government -- 10.0

Illustration A - -------------------------------------- 22.1
Illustration B -18.5

Gross additional fund
requirements

Presumptive -- 10.8
High revenue illustration -13. 9
Low revenue illustration -19.6

Actual -- 11.2

The revenues available include general revenues from own sources
counting net liquor store profits in liquor monopoly States as equiv-
alent to alcoholic beverage taxes in other States, net revenues from
public utility operations, and Federal payments to State and local
governments.

The figures suggest 1970 gross additional fund requirements at the
low end well within the borrowing capacity of the States and locali-
ties. The additional funds (gross) required depend upon the property
tax alternative included, and on the projected 1970 amount of Federal
payments to States and localities. Two illustrations for the Federal
grants-in-aid are shown; in illustration A the figure is based as in-
dicated earlier on appropriation authorizations plus assumed follow-
through on program extension. In illustration B the Federal pay-
ment amount is arbitrarily scaled down to $18.5 billion, essentially
assuming no followthrough expansions of the programs ena-cted.5 5 In
assessing these figures, it is important to bear in mind that a separate
estimate of gross borrowing derived by assuming that States and
localities in 1970 would finance the same share of their capital outlay
(less highway construction) through debt issues as they financed in
the base year 1962 places these gross new issues at $14.9-billion, given
the projected 1970 capital outlay. The higher figure on gross fund

Is Since June 1965, when the study computations were completed, new grant legislation
has lbeeu proposed by the administration.
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requirements of $19.6 billion indicates a need for additional revenue
sources-Federal, State, or local.

Linkd of fiscal and economic outlook.-The economic framework of
the growth model used is intimately tied on both the revenue and ex-
penditure sides to the projection results. The findings on State and
local finances of this study are more dependent upon the particular
model-set of economic and demographic assumptions-than those
of previous studies; it is not just the revenue findings, but the expendi-
ture projections as well, which are so sensitive.

The use of current prices permitted the inclusion of effects on the
projected 1970 revenues and expenditures of relative price movements
of the different components of the purchases of the States and locali-
ties; a constant price model cannot thus reweight its implicit price
indexes. Further, some account was taken of the impact on expendi-
tures of increasing competition for scarce skills in the economy.39

The methodology of Project '70 does not appear to yield conserva-
tive results. Our findings as outlined below indicate that if the eco-
nomic model were descriptive of output changes in the economy, and
the same scope and quality change had been built into a 1954-based
projection for 1964 as we have implicitly built into our 1962-based
projection of 1970, we would have overshot the expenditure growth
that did occur. 40 Thus the methodology of Project '70 appears to lack
the conservative bias apparently inherent in earlier projections of
State and local activities.

Comparison of annital rates of growth, 19541-64'

State-local personal services

GNP Total
Cost per Quality

Workload unit and scope
changes

Actual- 5.6 2.4 4.2 2.1 8.3
Project 1970- 5.7 2.4 4.2 2.4 9.9

u In current prices.

Alternative economic models.-Within this same evaluative struc-
ture it is possible to alter the 1970 economic model,4

1 keeping workload
and scope and quality growth rates unchanged, and derive a different
estimate of growth in personal service expenditures of States and
localities.

The alternative economic model selected for test purposes is again
one developed for the Interagency Committe on Economic Growth,
but one that reflects more recent economic events. It postulates for
1970 a 3-percent unemployment rate (rather than a 4-percent rate),
a greater increase in output per worker (nonfarm) by 1970, a higher
price increase, and a GNP in 1970 dollars of $918 billion, in place of
the $864 billion used in the disaggregative study.

8s Recpntly, some projections have been made applying productivity increases to project
wages and salaries in the State and local sector, following Project '70 methodology. See
Dick Netzer, State-Local Finance in the Next Decade, unpublished manuscript for Com-
mittee for Economic Development August 1965.

40 At least as applied to personal services.
41 For this example the demographic assumptions of the model are unchanged, but these

could be altered also.
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The extension of quality and scope of service of 2.4 percent per year
is implicit in the finding of the study, for which programs were costed
out individually, reflecting national policy directions. When this result
is carried over to the alternative model, the resulting annual rate
of growth of State and local expenditures on personal services is 8.8
percent. (See table 8.)

TABLE 8.-Per annum growth in private gross (nonfarm) product and in personal
services provided by State and local governments, 1963-70, in 2 economic models

ECONOMIC MODELS I

[In percent]

PGP Work Output per worker Prce
(nonfarm) force deflator

Current Constant
(dollars) (dollar)

GNP of $864,000,000,000 5.7 2.1 3.6 2.3 1 3
GNP of S918,000,000,000 --- 7.0 2.2 4.8 3.0 1.7

PERSONAL SERVICES, STATE AND LOCAL GOVERNMENTS I

Expenditure Cost per Private sec- Quality
on personal Workload unit or output and scope

services per of service

GNP of S864,000,000,000 7.6 1.4 3.6 3.6 2. 4
GNP of $918,000,0 0,000---- 8.8 1.4 4.8 4.8 2. 4

11970 estimates from 2 of several national economic models, Federal Interagency Committee on E conomic
Growth and Employment Opportunities. See text for explanation of estimates.

As the economic model is changed, the projected 1970 revenues will
also be changed; the movement of tax revenues with gross product has
been discussed earlier. Charges may be expected to move with current
operating expenditures for -the programs they relate to, and thus in-
directly with economic activity. The responsiveness of Federal aids to
States and localities to economic activity poses a problem that requires
considerable study. The two laro-est grants, highways and public as-
sistance aids, are responsive to a degree. Highway grants are dependent
upon gasoline and motor vehicle taxes earmarked for such purposes
in the national highway trust fund; public assistance grants are open
ended with the Federal Government matching the amounts spent per
recipient in the States. Elementary and secondary school funds may
turn out to be responsive to changes in cost per child, but there is in-
sufficient experience to suggest whether appropriations will be suf-
ficient to cover rising costs, or whether actual State allocations will
be scaled down to appropriation amounts. The new economic develop-
ment programs should also vary as unemployment rates change.

Relative to the higher GNP of the alternative economic model, the
showings of table 7 on projected fund requirements of the States and
localities in 1970 are not significantly altered.



WHITHER STATE AND LOCAL FINANCE?:

BY JAMES A. MAXWELL

"Read not to contradict and confute. nor to believe and take for
granted, nor to find talk and discourse, but to weigh and consider."

Francis Bacon, Essay8, 50, "Of Studies."

Answers to the question posed in the title of this chapter may be
sought by extrapolating past financial trends and modifying them ac-
cording to expectations of changing conditions.' This is neither an ob-
jective nor a certain technique, and readers should, therefore, be
sturdily skeptical. Prior chapters have, moreover, occasionally recalled
past predictions. Their fraility, even when made by experienced ob-
servers, should heighten skepticism. The course of history has often
confounded the prophets.

REALLOCATION OF FuxcTIoNs

As the preceding chapters have indicated, the performance of most
civil functions is now a State-local responsibility. The Federal Govern-
ment plays a minor role. Thirty years ago, a semirevolution in the allo-
cation of governmental functions erupted-the first in the history of
the federation. But its force petered out with World War II and, in
postwar years, a new intergovernmental equilibrium seems to have been
established. Despite a marked expansion in the overall expenditure on
nmajor civil functions, the State-local share has been dominant and
constant. This generalization hides some ambiguity. Through grants,
the Federal Government does participate in the financing of many
civil functions, but in no case has this been a prelude to centralization.
Performance of the functions has been left in State-local hands, subject
to a modicum of Federal conditions.

This practice of cooperative federalism does not correspond to
the theory of separation of functions which was in the minds of the
Fathers of the Constitution. But the theory was infringed by practice
from the beginning, so that nowadays, in the words of Morton Gro-
dzins, "as colors are mixed in the marble cake, so functions are mixed
in the American Federal system. * * *. From abattoirs and account-
ing through zoning and zoo administration, any governmental activity
is almost certain to involve the influence, if not the formal administra-
tion, of all three planes of the Federal system." 2 Even when the func-
tion receives no aid, intergovernmental collaboration is common. But
grants have proliferated, and they enable Congress to recognize growth

*Reprinted from Maxwell, James A., Financaing State and Local Governments,
The Brookings Institution, Washington, D.C.

I hlave borrowed the title, as well as certain Ideas. from an article by Laizlo Ecker-
Raez in The Journal of Finance (MaIy 10964), pp. 370-381. See also the discussion of the
article by Jesse Burkhead, ibid., pp. 385-389.

2 "The Federal System," in Goals for Americans (1960), pp. 265-267.
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of a national interest in new functions, while leaving administration
in State-local hands. State and local governments, responsive to the
diversity of civilian needs and demands, secure financial assitsance
which enables them to achieve a level of performance acceptable to
the Congress. No reallocation of functions from the State to the Fed-
eral level is required.

EXPENDITURE TRENDS: 1948-63

In the 15 years 1948-63, State and local expenditure for general
government (less Federal grants) rose by $40.4 billion (from $15.9
to $56.3 billion). Some part of the rise was illusory, being attributable
to a rise in the prices of what State and local governments bought.
The relevant price rise during this period was approximately 72 per-
cent, and deflation of State and local expenditures would reduce the
figure for 1963 from $56.3 to $32.7 billion.. In addition, population had
grown by 29.1 percent and allowance for this increase would reduce
the figure to $23.2 billion. If, therefore, the effects of both price and
population changes are removed, the increase is not from $15.9 to $56.3
billion, that is, by 254 percent, but from $15.9 to $23.2 billion, that
is, by 46 percent. This figure indicates roughly the quantitative and
q~ualitative growth from 1948 to 1963 in State-local government provi-
sion of goods and services.

What kinds of State-local expenditures grew most raipdly? What
functions account for the aggregate increase of $40.4 billion? What
would be expected, education is the leader, and more than four-tenths
($17.7 of the $40.4 billion) went to it. Table 10-1 and chart 10-1 show
that highways, public welfare, and health and hospitals account for
another one-quarter of the increase. These four major functions to-
gether were responsible for nearly seven-tenths of the increase.

TABLE 10-1.-State-local general expenditures (less Federal grants) for civilfunctions
1948 and 1968

[Money amounts in billions of dollars]

Function 1948 1963 | Amount Percentage
of increase of total

Education -$.-- - -0 $22. 6 $17. .7 43.7
Highways --- 2.7 & 2 5.4 13.5
Public welfare -- 1.4 2.7 l.3 3.4
Health and hospitals - --------------------- 1.2 4.5 3.3 S. 0
Other -5.6 18.3 12.7 31.4

All functions - 15.9 SC. 3 40.4 100. 0

Source: Appendix table A-S.

SO-491-G7-vol. III-12
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CHART 10-1. Increase in State-Local General Expenditure (Less Federal
Grants) for Civil Functions, 1948-63

Billions of Dollars
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Source- Some as Table 10-1.

Refinement of the increases will not be attempted here. Very prob-
ably the aggregate price rise of 72 percent in State-local goods was
reflected in the prices of goods for each of the major functions, and
certainly unusual changes in school population, in the number of the
aged, and in the number of motor vehicles help explain the particular
functional increases in expenditure. School population rose much
faster than did total population from 1948 to 1963 (65 percent com-
pared to 29 percent), and so did enrollment in State and local institu-
tions of higher education; the number of persons aged 65 years and
over increased by 47 percent; motor vehicle registration rose by 103
percent. The old and the young are heavy consumers of State-local
expenditure on education, public welfare, and health and hospitals.
Nonetheless, some real increase took place-qualitative and quantita-
tive-per relevant units for all of the functions.

EXPENDITURE PROJECTIONS

Several investigators have estimated that in the next decade the
rate of expansion of State-local expenditures will continue unabated.
Population growth-especially in the percentage of young and old-
will not decelerate. Standards for governmental services will keep
pace with the rising general standards of living in an affluent society.
Indeed, their pace may surpass the average because more govern-
mental services will be rendered in city areas which, in comparison
with rural, have higher levels of cost. In many States the relatively
low level of State-local expenditure is partly attributable to low
urbanization; more urbanization will mean higher expenditure. And
new social needs are visible which may be expected to burgeon into
substantial governmental expenditure. Examples are urban renewal,
metropolitan transport, and remedies for air and water pollution.
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REVENUE TRENDS: 1948-63

The record of State-local performance in raising revenue during the
years 1948-63 was remarkably good (see table 10-2 and chart 10-2).
Nobody in the immediate postwar years ventured to predict that tax
yields would rise by $31 billion-by 233 percent (from $13.3 to $44.3
billion). By far the largest absolute contributor to the increase was
the property tax. Its receipts responded with unexpected elasticity to
new construotion,. higher property values, and higher tax rates. The
next largest amount was provided by taxes on sales and gross re-
ceipts-the retail sales tax and selective excises. Nine States enacted a
retail sales tax during the years 1948-63; many States raised their
rates and a few broad~ened their bases. All of these moves reinforced
the revenue productivity of the rapid rise in consumption. Taxes on
individual income contributed $2.8 billion of the increase. Only four
States enacted such a tax 1948-63. The important forces behind the
remarkable growth in receipts were the rising base, improved
administration (especially by withholding), and small increases in
the level of rates. The revenue elasticity of this tax is high, but it has
failed to gain enactment in 17 States which, together, account for 40
percent of the Nation's population. "Charges and miscellaneous"
added $7.9 billion, a very marked relative increase.

TABLE 10-2.-State-local general revenue collected from own 8ource8, 1948 and 1968
[Money amounts in billions of dollars]

Source 1948 1983 Amount of Percentage
increase of total

Taxes -$ 13. 3 44. 3 $31.0 79.7

Property - -- ----------------------------- 6.1 20.1 14.0 36.0
Sales and gross receipts-4.4 14. 5 10.1 26.0
Individual income -. 5 3.3 2.8 7.2
Corporation income -0. 6 1.5 0.9 2.3
Other 1.7 4.9 3.2 &62

Charges and miscellaneous2.0 9.9 7.9 20.3

Total revenue - --------- 15-. 3 54.2 38.0 100.0

Sources: U.S. Census Bureau, "Historical Statistics of the United States: Colonial Times to 1957"
(1950); "Governmental Finances in 1963" (1964). Intergovernmental revenues grew by $6,800,000,000 (from
$1,900,000,000 to $8,700,000,000) from 1948 to 1963.
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CHART 10-2. Increase in State-Local General Revenues Collected from
Own Sources, 1948-63

Billions of Dollars
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REVENUE PROJ-ECTIONS

Growth in the tax base in the years aihead will automatically in-
crease State-local re~venues. Most estimators reckon, however, that this
increase will not match the increase in expenditures. State and local
governments may therefore have to add to the weight of their taxes by
higher rates and broadened bases. Will such action' create taxpayer re-
sentment and perhaps retard the growth of spending? Surely the anl-
swer will depend strongly on what happens to Federal taxes. If their
level should not be eased, citizen reistance to higher rates of State-local
taxes might, perhaps, be significant. The resistance would, of course,
be uneven because,5 in many areas, the present weight of State-local
taxes is not heavy. Calculations by the Advisory Commission on Inter-
governmental Relations indicate that, in 1960, actual tax collections in
30 States were less than what would be collected through a represenita-
tive (or average) tax system. In the other 20 States actual collections
exceeded the potential collections of a representative system (see table
10-3) ; here, the leeway for tax rate increases is less.
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TABLE 10-3.-Actual tax collections and estimated yield of representative tax
system, per capita, 1960

State Actual Repre- Differ- State Actual Repre- Differ-
sentative ence sentative ence

Hawaii .-. $237 $153 $84 Michigan - $220 $2201 $19
New York 288 212 76 Maryland -199 187 12
Vermont -223 171 52 Mississippi --.-.-- 130 115 15
Maine-199 158 41 Minnesota -219 209 10
Massachusetts 234 194 40 Louisiana- 188 178 10
Oregon -234 208 26 Arizona -::-:::: 209 201 8
California -278 254 24 South Carolina --- 129 122 7
Alaska -162 140 22 Georgia -142 139 3
Rhode Island 197 176 21 West Virginia 151 150 1
Wisconsin -216 196 20 Colorado- 231 231 0
Utah -201 205 -4 North Dakota 199 219 -20
New Jersey 207 212 -5 Nevada- 274 295 -21
Washington 202 207 -5 Iowa-209 231 -22
North Carolina --- 139 145 -6 Idaho -- 194 218 -24
Pennsylvania 176 184 -8 Indiana-180 205 -25
Tennesse -135 144 -9 Virginia -138 163 -25
Kansas - 218 228 -10 Delaware 198 227 -29
New Hampshire - 187 197 -10 Illinois-206 235 -29
Oklahoma -177 189 -12 Kentucky-119 149 -30
Alabama-121 134 -13 New Mexico 174 207 -33
Arkansas -126 139 -13 Montana -224 261 -37
Connecticut 213 226 -13 Missouri-152 200 -48
South Dakota 199 217 -18 Nebraska 174 241 -67
Ohio- 189 208 -19 Texas -- -- 162 243 -81
Florida- 184 204 -20 Wyoming-238 325 -87

Source: Advisory Commission on Intergovernmental Relations. Measures of State and Local Fiscal
Capacity and Tax Effort (1982), pp. 126-27.

The assumption that the level of Federal taxes will be retained may
be replaced by other assumptions. A very few years ago, some informed
people expected (and advocated) a large increase in Federal expendi-
ture for defense; at present more optimistic expectations are common.
If Federal taxes were reduced, the ameliorative effects on State-local
finances would be important.

What forms might the reduction take? Most obvious would be a
simple and unconditional reduction. In such cases the States could
move in as their particular situation indicated. What particular Fed-
eral taxes should be cut? If the test were what taxes the States could
handle with efficiency, the choice would fall on such Federal excises as
taxes on liquor, tobacco, and gasoline.

RIeduction might take the form of a tax credit against the Federal
income tax by which taxpayers could deduct from their Federal lia-
bility some limited part of the amounts they paid for State income or
retail sales tax. For example, Jones, a resident of Wisconsin with a
Federal liability of $100, who paid $10 as a Wisconsin income (or
sales) tax, might be alloowed to deduct this latter sum from his Federal
liability. Obviously Wisconsin could act to increase its tax collection
from Jones by $10 without increasing his total taxes. Several schemes
for credits have been proposed, and no doubt can exist that the device
could be used to ease S tate-local finances. 3 Use of tax credits might be
coupled with efforts, in the form of Federal conditions, to ameliorate
interstate tax conflicts.

A difficulty or fault of either form of Federal tax reduction is that
the gains would accrue more to richer than to poorer States. The rea-
son is simply that rich States have the productive bases for taxes. For
this reason, a plan of tax reduction might reasonably be combined with

5 see James A. Mlaxwell, Tax Credits and Intergoversnmental Fiscal Relations (Brookings
Institution, 1962).
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a plan for equalizing Federal grants, or even for a new unconditional
grant allocated on the basis of overall State fiscal need. The likelihood
that expansion of grants will take place in the years ahead is strong,
and the grounds for endorsement of such a step have been examined
in chapter III.

STATE-LoCAL DEBT

In the years since World War II borrowing by State and local
governments has grown even more rapidly than ordinary spending
and taxing. This increase has been almost entirely for capital pur-
poses because State and local governments are narrowly limited in
their legal powers to borrow to finance deficits on current operations.
The market for State and local bonds has remained receptive and
interest rates have been low. And yet several aspects of the State-local
debt structure are worrisome. One weighty but unattractive reason for
the low yield is the exemption of interest from Federal income taxes.
This privilege or subsidy is firmly rooted against change, even though
change is needed. By offering a legal method of tax avoidance, the
exemption impairs the logic of a progressive tax on income and re-
duces Federal revenues. A subsidy geared to the volume of borrowing
by a governmental unit is objectionably stimulative of borrowing.

Combined with self-imposed constitutional and statutory limita-
tions on debt, the subsidy has tempted State and local governments
into dangerous forms of debt, especially by the issuance of nonguaran-
teed bonds. Almost nonexistent at the State level before the war, these
now make up over half the total outstanding. Through industrial aid
bonds, some State and local governments are exploiting the interest
exemption for projects which are private rather than public. And
the enormous use of nonguaranteed bonds for purposes which are not
self-financing is utterly imprudent.

STATE-LoCAL INTERGOVERNMEENTAL FINANCES

The pattern here is very diverse, and some of the diversity is a
natural and desirable product. State governments display different
tax preferences, and, so long as they avoid perverse use, this is not
objectionable. But perversion has not, in practice, been avoided. It
is a perversion when State governments reach outside their boundaries
to enlarge their tax base, as, for example, when the value of sales in
the State of destination is given heavy weight in allocating the net
income base of corporation, when the income earned in a State by
individuals who reside in a different State is included in the tax base
of both States, when buyers who purchase out of State are charged
a use tax by the home State and a sales tax by the other State. When
different tax definitions are used by the States, the fact that each defini-
tion would be acceptable, if generalized, is not enough. The actual
operation of the rules of taxation, like rules of the road, should be
uniform. If the States cannot, by themselves, achieve this goal, multi-
plication of inequities will, in time, justify and bring about Federal
intervention.

State governments have also critical and unfulfilled responsibilities
to their local units. Property tax is the one natural and normal source
of major tax receipts for these units. But effective utilization of the

1400
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tax requires State help, and the nexus of the help will consist of fram-
ing and enforcing rules of behavior. Here also perverse use-competi-
tive undervaluation and inaccuracies of assessment of individual prop-
erties-must be controlled, if not eliminated. Recently local units in
some States have levied nonproperty taxes, and in several large cities
these have been fiscally productive. Nonetheless, the spread prompts
forebodings that the distribution of employment and purchasing power
may be distorted, that compliance and administrative costs will prove
excessive, and that the structure of federalism will be damaged. Alter-
natives, both fiscal and nonfiscal, are available. The fiscal program
should include reform of the property tax, extension of local user
charges, and expansion of State grants. The nonfiscal program should
free the cities from the details of legal bondage, and consolidate and
rationalize the structure of local governments.

CONCLUSION-

A Federalist in the 1960's is plagued with anxiety concerning the
problems of American federalism. History will inform him that the
course of federalism has seldom run smooth, and that, periodically,
for almost 180 years similar worries have been endemic. This informa-
tion will, perhaps, be a consolation, but it is unlikely to be a sedative.
Are not the flaws now displayed by-American federalism different in
nature from those that worried Madison? Are they not less susceptible
to remedy? Is not the economy more interdependent and therefore
more sensitive? Are not social and welfare problems more national?
If the answers are affirmative, does this mean that the States as gov-
ernmental units are obsolete? The preceding pages support no such
conclusion; rather do they present evidence of an opposite tenor.

Yet it would be rash to allow beliefs-not to say dogmas-rooted in
past experience to retard search for the ways by which American
federalism can be strengthened. Confident complacency would be mis-
placed because evidence of new flaws is in full view. What, for instance,
should the States do concerning the serious economic and social prob-
lems of metropolitan areas? Even if Federal help is necessary for
adequate remedy, State governments should not default on their mani-
fest responsibilities. Must not the States invent ways to cooperate
effectively among themselves? Must they not yield sovereignty to the
other States as an alternative to loss to the Federal level? Should not
the States somehow devise rules of tax behavior which will be uniform
across the Nation?

James Madison, surely a classic federalist, once observed:
If * * * the people should in future become more partial to

the Federal than to the State governments, the change can only
result from such manifest and irresistible proofs of a better ad-
ministration, as will overcome all their antecedent propensities.
And in that case the people ought not surely to be precluded from
giving most of their confidence where they may discover it to be
most due.4

'E. G. Bourne (ed.), The Federalist (1901), vol. 1, No. XLVI. D. 822.
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INTERGOVERNMENTAL FISCAL RELATIONS IN THE
UNITED STATES*

BY GEORGE F. BREAK

STATE-LoCAL FISCAL PROSPECTS FOR 1970

Ho-W serious the fiscal problems of -the U.S. Federal system are
likely to be in the future depends to a large extent on the difficulties
vhich State and local governments will face. If these are moderate

and if they are handled with dispatch in most areas, the Federal
system of government is not likely to be subjected to undue strains.
If, however, the problems are so great, or the will to solve even minor
problems so weak, that only halting progress is made in the public
sector, U.S. federalism is liable to lose vitality over the next decade.
Which prospect is the more realistic is not easy to determine. Some
insights call, however, be obtained by systematically examining future
needs and demands for the services of State and local governments
and by relating these to their future revenue-raising powers. Several
projections of this sort have already been made for the early 1970's,'
but the most detailed and comprehensive are the State-by-State esti-
mates currently being made for 1970 by the Project '70 staff of the
Council of State Governments (CSG). These, accordingly, will be
used as the basis for the discussion below.

Forecasting in this area is a hazardous undertaking. Given our
far-from-adequate knowledge of the determinants of State-local ex-
penditures and tax programs and of the interrelationships between
them, the best one can do is to work out the implications of a number
of more or less reasonable assumptions about future fiscal behavior.
What emerges from these quantitative exercises is a set of "if then,"
or conditional, forecasts. For example, if the economy develops in
such-and-such a way and if present service levels and quality are
maintained, then State-local expenditures for some particular pro-
grain can be expected to be $x million in 1970. Such projections, as
they have come to be called, do not necessarily represent the fore-
caster's best guess as to what will in fact happen. Instead they are
intended as a basis for improved fiscal programing which, if it does

*Reprinted from: Break, George F., Intergovernmental Fiscal Relations in
the United States, The Brookings Institution, Washington, D.C., 1967, Excerpts
from Introduction, Chapter VI, pp. 24S-252.

1 See. for example, L. Laszlo Ecker-Racz. "Whither State and Local Finance?" Journal
of Finanec, vol. 19 (May 1964). pp. 370-.381 : Otto Eckstein. Trends in Public Expendi-
tIures in the Nexrt Decade (Committee for Economic Development, April 1959) ; Robert T.
Lampman. "How Much Government Spending in the 1960's?" Quarterly Review of Eeo-
nomics and Business, vol. I (February 1961), pp. 7-17; National Planning Associntion,
Lonug-Range Prolections for Economic Growth: the American Economy in 1970, Planning
Pamphlet No. 107 (1959) ; Dick Netzer. "Financial Needs and Resources Over the Next
Decade: State and Local Governments." in National Bureau of Economic Research, Public
Finances: Sreeds, Sources and Utilization (Princeton University Press, 1961) ; and Outdoor
Recreation Resources Review Commission, Projections to the Years 1976 and 2000: Eco-
nomic Growth, Population, Labor Force and Leisure, and Transportation, Study Report 23
(1962).
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develop to any extent, is itself likely to invalidate any forecast derived
mainly from past experience.

STATE-LOCAL SPENDING IX 1970

Any set of projections must be based on some assumption about the
general state of the economy in the year selected for study.2 For this
purpose the CSG projections make use of one of the official macro-
models developed for the Interagency Study of Growth in the United
States. This assumes a low rate of unemployment in 1970 (not more
than 4 percent of the labor force), a GNP of $864 billion, and a popu-
lation of 208 million. Real output is assumed to increase by 4.1 percent
a year on the average between 1962 and 1970; prices are to go up by
1.5 percent a year; and personal income per capita is to rise by 35.5
percent, from $2,366 in 1962 to $3,207 in 1970.3 There is no need to
emphasize the upward push that all of these changes are likely to
exert on State and local spending.

The push will have to be a strong one, however, if it is to produce
results that match those of the recent past. Between 1953 and 1963
State and local oeneral expenditures rose by 132 percent, from $28
to $65 billion. (For further details see table IV-12.) Were this same
rate of increase to be maintained between 1960 and 1970, general ex-
penditures in 1970 would be about $120 billion, implying an increase
in the relative importance of State-local spending from 11.5 percent
of GNP in 1964 to 14 percent in 1970 (based on the $864 billion esti-
mate cited above). While at first glance such rapid growth may seem
unlikely, it is the forecast of one expert,4 and in the past forecasters
have tended to understimate increases in State-local expenditures."

Whether past growth rates will in fact be continued is, needless
to say, an exceedingly complex question. For one thing, future needs
are not likely to be the same as past needs. As table IV-12 shows,
local school expenditures accounted for no less than 30 percent of the
total 1953-63 increase in State-local spending, but in the decade ahead
enrollments can be expected to rise more slowly, thereby lessening the
pressure on local school boards. This situation is shown in the follow-
ing population projection:

Population (millions) Percentage
Age group increase,

1963-70
1963 1970

Uinder 10 -41 45 10
10 to 14 -18 20 1 1
15 to 119 16 19 19
20 to 24- 13 17 31
25 to 44 -------------------------------------------------- 47 48 2
45 to 64 -38 42 10
Over 6518 20 11

2 In addition, of course. this assumption must be consistent with the specific sectoral
projections that are then developed.

Selma J. Mushkln and Eugene P. McLoone. Public Spending for Higher Education in
1970 (Council of State Governments, February 1965), pp. 61-66.

4 L. Laszlo Ecker-Racz, op. cit.
6Between 1957 and 1963. for example, State-local expenditures rose at an average

annual rate of 7.9 percent. whereas the Eckstein and Netzer projections cited in footnote 2
above were only 4.3 and 4.8 percent, respectively.

e IU.S. Bureau of the Census, Current Population Reports, series P-25, No. 279 (Feb. 4,
1964), p. 5. These projections are the Census Bureau's Series A, which Is based on the
continuation of the average annual level of age-specific fertility rates in 1960-63.
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Large quality gaps will remain among schools, but these are more
difficult to recognize than quantitative deficiencies, and many of them
will be in large cities where the problems of financing needed improve-
ments, as noted in chapter V, are especially acute. Therefore, local
school expenditures may rise much less rapidly in the future than they
have in the past.

This is not likely to be the case, however, with public higher educa-
tion. Not only is the large group of postwar babies just beginning to
reach college age, but there have also been steady increases in the per-
centage of high school graduates, in the proportion of them going to
college, and in the proportion of college graduates continuing their aca-
demic studies. The Mushkin-McLoone estimate of the result of all of
these factors is an increase in degree-credit enrollment in colleges and
universities from less than 4.5 million in 1963 to nearly 7.7 million in
1970.7

Unfortunately, estimating enrollments is only the first and also the
least difficult step in projecting governmental expenditures on higher
education. Among the many problems encountered, the most trouble-
some appear to be: (1) forecasting future increases in rates of pay for
faculty and nonacademic personnel (payrolls constitute about 75 per-
cent of total expenditures for student higher education); (2) estimat-
ing what will happen to student-faculty ratios; (3) guessing the ex-
tent to which improved teaching methods, more effective use of space,
and so forth, will raise university productivity; and (4) forecasting
the extent to which university facilities and State funds will become
involved in upgrading the skills of adult workers.

With regard to the first two, the CSG projections which are sum-
marized in table I-9, assume that academic salary rates will rise by 50
percent between 1962 and 1970 (compared tpercent ercent increase for
wage and salary rates in general) and that student-faculty ratios will
have risen by 20 percent by 1970.8 The projection shown on the first
line of table I-9 is highly sensitive to both of these assumptions. If
student-faculty ratios were to remain stable, for example, higher edu-
cation expenditures per full-time student equivalent in 1970 would be
$1,259 instead of $1,058-a 41-percent increase over 1962 per student
costs of $895 rather than an 18-percent rise9 Similarly, since three-
quarters of student higher education expenditures goes into faculty and
other academic payrolls, the realism of the $4.6 billion figure projected
for 1970 will depend very much on whether a 50-percent increase in
salary rates is sufficient to attract the large and highly qualified staff
needed to handle the forthcoming enrollments. Opinions on this ques-
tion will differ, but it seems clear that some of the most important fiscal
problems State governments are likely to face during the next decade
will be in the field of higher education.

IOp. cit., p. 45. This assumes that more than half of the 18-to-21-year-old groun will go
to college in 1970, compared to 40 percent in 1960 and only 30 percent In 1950 (ibid.,P. 2).

Ibid.. p. 17. A rise In student-faculty ratios may represent, of course, either a decline
in educational quality or an improvement in teaching methods so that a given quality can
he maintained at lower cost. This appears to be the only explicit allowance made In thecsG projections for item 3 In the list above. Lack of reliable data at the time the are-
limlnnry estimates were made also precluded any quantitative treatment of Item 4. Ibid.,
pp. 26-27.

*Ibid., p. 47.
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TABLE I-9.-Expenditures of public colleges and universities, by major type, actual
1962 and projected 1970 '

Amount (millions) Percentage
Type of Expenditure increase

1962 1970 1962-70

Student higher education -$1,792 $4,589 156
Research, public services, and other current costs -1,302 3,981 206
Capital outlays ----------------- 949 3,527 272

Total -4,043 12,098 199

I Data are for fiscal 1962 and calendar 1970.
Source: Selma J. Mushkin and Eugene P. McLoone, "Public spending for Higher Education in 1970"

(Council of State Governments, February 1965), pp. 48-52.

NoTE.-Flgures are rounded and may not add to totals.

Cities, on the other hand, are likely to encounter some of their
greatest difficulties in dealing with poverty and with transportation
systems It is still too early to tell how rapidly the economic oppor-
tunity program, inaugurated in August 1964, by Public Law 88-452,
will develop; but if it proves to be an effective way of dealing with
underdeveloped human resources and if Federal shares of total costs,
currently extending up to 90 percent, are reduced as scheduled in
the law,'0 State-local expenditures in this area may be substantial
by 1970 Michael Harrington, for example, has estimated that a mini-
mum of $100 billion is needed over the next 10 years to deal adequately
with the economic problems of disadvantaged groups." How realistic
this particular estimate is, and how rapidly it, or some other level
of operations, will be achieved remain to be seen. As shown in table
I-10, for example, the CSG projections show public welfare expendi-
tures growing more slowly between 1962 and 1970 than they did
between 1957 and 1962, primarily because older people will qualify
for increasing amounts of social security and medicare benefits. Even
so, total public welfare expenditures are expected to approach $9 bil-
lion in 1970, with State and local governments contributing nearly
$4 billion of their own funds.

TABLE I-10.-Expenditures for public welfare, by major type, actual 1957 and 1962
and projected 1970 1

Amount (billions) Average annual growth

Type of expenditure rates (percent)

1957 1962 1970 1957-62 1962-70

Cash assistance-$2.7 $3.5 $4.5 5.3 3.0
Other assistance2 -. 8 1.6 4.4 15.5 12.8

Total - _------------------------ 3.5 5.1 8.9 7.8 6.8

Financed by:
Federal aid -1.6 2.5 .1 9.6 8.8
State-Local funds --- 1.9 2.6 3.8 6.4 4.6

t Data are for fiscal 1957 and 1962 and for calendar 1970.
'Includes vendor payments, administration services and training, and the poverty program.

Source: Selma J. 'Mushkln and Robert Harris, "Financing Public Welfare: 1970 Projections" (Council
of State Governments, July 1965), p. 49.

lo To 75 percent for work-study programs and to 50 percent for work-training, community
action and adult basic education programs.

t New York Times, Nov. 16, 1964. See also his The Other America: Poverty in the United
States (Macmillan, 1962).
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It is difficult enough, as will be seen in chapter V, to determine the
best solution to urban transportation problems, to say nothing of
forecasting what expenditures cities will make for this purpose in
1970. That substantial increases can be expected, however, is indi-
cated by the number of detailed studies of transit systems that have
already been made or commissioned. The CSG projections for pub-
lic transportation outlays, which are summarized in table I-11, allow
for this by raising the 3.4-percent average annual growth rate in
1957-62 to 13.2 percent for 1962-70. This is based on the assumption,
which appears reasonable in the case of capital expenditures for high-
ways,12 that mass transit expenditures will be closely related to Fed-
eral aid, which in turn is projected to rise from $150 million in fiscal
1966 and 1967 to $300 million in 1970.'3 Given the financial difficulties
which many of the largest cities face, urban transportation spending
is also likely to depend on the extent to which the Federal and State
Governments shoulder an increasing share of the responsibility for
promoting education, public welfare, and the development of human
resources generally. As will be seen in chapter III, the high mobility
of the U.S. population provides a strong argument for operating all
of these programs on a shared cost basis. To increase the extent to
which this is done would release local funds for other purposes; and
if, in addition, some of the revenue reforms discussed in chapter V -were
enacted, still more public needs could be met in metropolitan areas.

TABLE I-11.-Expenditures for public transportation, by major type, actual 1957
and 1962 and projected 1970'

Amounts (in billions) Average annual growth
rates (in percent)

Type of expenditure rates ( percent)

1957 1962 1970 1957-62 1962-70

Highways -------------- $7.8 $10.4 $15.1-2$16&2 5.7 4.5-5.4
Transit systems-.6 .7 2.0 3.4 13.2
Water transit -. 2 3 .5 9.1 5.5
Airports -. 2 .4 .7 9. 7 8. 2

TotaL-. - - 8. 9 11.7 18.3-19.4 5.7 5. 4-6.1

X Data are for fiscal 1957 and 1962 and for calendar 1979.
2 The higher projection assumes that Federal highway aid is increased from the scheduled $3,900,000,000

to the $4,902,000,000 which the Bureau of Public Roads estimates will be needed to complete the Interstate
Highway System on time.

Source: Selma J. Mushkin and Robert Harris, "Transportation Outlays of States and Localities:
Projections to 1970" (Council of State Governments, May 1965), p. 39.

In sum, then, all projections of future State-local spending levels
represent an uneasy compromise between the economic needs for pub-
lic services and the political and financial constraints within which
governments must operate. Therefore, it seems best to give here no

12 A cross-sectional regression analysis for 1961-63 produced the following equation,
which was used in deriving the 1970 CSG projections:

X,= 11.09 + 0.40X2+ 1.16Xa.
where X,1=per capita capital expenditures for highways,

X2=per capita personal income, and
X,=per capita Federal aid for highways.

For this equation, R2=0.90. Selma J. Mushkin and Robert Harris. Pransportation Outlays
of States and Localities: Projections to 1970 (Council of State Governments, May 1965),
p. 12.

"I ibid., p. 27. As the authors stress, their projections for mass transit expenditures are
based much more on political feasibilities than on economic needs.
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more than a rather wide interval estimate of 1970 state-local general
expenditures. For the lower limit a figure of $100 billion seems ap-
propriate, that being a good round sum and one that would be a
slightly lower percentage of the projected 1970 GNP of $864 billion
than State and local expenditures actually were in 1962-63. Since
State-local tax systems, as will be seen in the next section, have a GNP
elasticity of approximately unity, it seems unlikely that their 1970
spending will fall below $100 billion. How far it will rise above that
mark will depend upon how impatient people are about fulfilling
public needs and on how well, and in what ways, the various fiscal
problems to be discussed in later chapters are handled. The CSG pre-
l iminary estimate for 1970, for example, is $108 billion, and as already
noted, a level of $120 billion would be produced by a simple continua-
tion of past trends. Since other expert projections fall in this same
range, it seems reasonable to suppose that the level of general ex-
penditures with which State and local governments will have to con-
tend in 1970 will lie somewhere between $100 and $120 billion.

STATE-LOCAL TAX RECEIPTS IN 1970

The next question, of course, concerns the amount of assistance
State and local governments can expect to get in 1970 from their exist-
ing tax systems. While all major taxes must be analyzed for this pur-
pose, the property tax stands out because of its relative importance.14

Percent of State and local tax receipts, fiscal Sear 1965
Tax:

Property -44.7--------------------------------------------------- 44-7
General sales and gross receipts----------------------------------- 15.4
Motor fuel sales------------------------------------------------- 8. 4
Individual income------------------------------------------------ 8.0
Corporate income------------------------------------------------ 3. 7
Motor vehicle and operators licenses------------------------------- 4.1
All other-------------------------------------------------------- 15. 7

Unfortunately for forecasters, neither the tax nor its base has behaved
in a very regular fashion in the past. As table I-12 shows, GNP
elasticities have varied considerably both for different types of prop-
erty during any given period of time and for any given type of prop-
erty over different periods of time. Especially notable are the signifi-
cantly higher elasticities that have prevailed during the last 10 or
so years.

TABLE I-12.-GNP elasticities of the market value of the property tax base and its
major components, selected periods, 1899-1961

Period
Type of property

1899-1957 1899-1929 1929-48 1948-57 1953-57 1956-61

Nonfarm residential -0.9 1.0 0.6 1.0 1.2 1.6
Nonfarm nonresidential - --- .8 .9 .3 1.1 1.8 1.
Farm ------------------------ .5 6 6 .68 1.0 1.0
Allreal -----------------------------. 8 .9 .7 1.0 1.4 1.6
Personal - ------------ .9 .9 .9 1.1 1.3
All -. 9 .9 .7 1.0 1.4 .

Source: Benjamin Bridges, Jr., "Income Elasticity of the Property Tax Base," National Tax Journal,
vol. 17 (September 1964), pp. 255 and 260-62.

lo U.S. Bureau of the Census. Quarterly Summary of State and Local Tax Revenue.
April-June 1965 (September 1965), p. 1. The data are for the 12 months ended with
June 1965.
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Projection of 1970 property tax receipts, therefore, requires a dis-
aggregation of the tax base into those types of property that can be
expected to increase in value at different rates in the future. (This
means, of course, forecasting both price changes on existing property
and the value of new construction.) Ideally, one should also take into
account the wide interstate variations in the treatment of different
kinds of tangible and intangible personal property. To do so, however,
might yield only small increases in reliability at considerable extra
cost, and in making their projections the Project '70 staff of the Council
of State Governments has simply used a representative general prop-
erty tax base that is kept uniform from one State to another.1 5 By deal-
ing separately with nine categories of property 16 and relying heavily
on 1956-61 relations between property values and personal income, they
estimated that total 1970 property tax receipts would be $33 billion if
effective tax rates remain constant. Constant effective rates imply, of
course, rising nominal tax rates as long as assessed values of existing
properties lag behind rising market values. To some extent assessed
values did lag between 1956 and 19611' and if during the late 1960's a
similar lag should be combined with constant nominal tax rates, 1970
property tax revenues would, according to CSG calculations, be only
$30.9 billion.

Both of these estimates, which imply GNP yield elasticities for State-
local property taxes between 1.0 and 1.2, lie at the high end of the range
of elasticity estimates recently given by the Advisory Commission on
Intergovernmental Relations (ACIR) as shown in table I-13. Should
their GNP elasticity be only 0.7, for example, property taxes would
yield State and local governments only $27.6 billion in 1970.15 Which
end of this rather wide range the actual yields approach will depend
not only upon the volume of future new construction and the rate at
which prices rise on existing properties but also upon the effects which

'5Selma J. Mushkin, Property Taxes: 1970 Outlook (Council of State Governments,
October 1965), p. 19. The representative tax base excludes both household goods and
intangible personal property.

' Residential realty, commercial and Industrial realty, farm realty, vacant lots, public
utility properties, inventories, farm personal property. nonfarm producers' durables, and
motor vehicles. In addition, the yields of special property taxes were projected separately,
but at $1.2 billion they made up less than 4 percent of the total 1970 property tax revenue.

1 See U.S. Bureau of the Census, 1957 Census of Govcr-nments, vol. V, Taxable Property
Values, and 1962 Census of Governments, vol. II, Tasxable Property Values.

18 From the definition of yield elasticity we have:

AT= GNP AGNP e

where

To=tax revenue in the base year,
GNPo=gros national product in the base year,

AT=change in tax revenue between the base year and the year of forecast.
AGNP=change in gross national product between the base year and the year of forecast,

and
e=yield elasticity.

Substituting values for fiscal 1964 and 1970 in the above equation we have:

fi-21.2 X 261
- 609
=9.1e

According to this computation, therefore, a change of one-tenth of a point in the GAYP
yield elasticity for State-local property taxes would change projected 1970 tax revenues
by $0.91 billion.
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existing property tax inequities have on the willingness of local elec-
torates to support steadily rising nominal tax rates. It may be, as some
have hinted, that the general property tax has recently been baskin in
an Indian summer of prosperity which, unless some of the reforms dis-
cussed in chapter V are adopted, will soon be followed by a long
winter of relative stagnation.

TABLE I-13.-Gross national product elasticities of the major categories of State
general revenue sources

Elasticity estimates
Revenue source ____ _____

Low Medium High

Property taxes - 0. 7 0.9 1. 1
Inco=e taxes:

Individual - 1.5 1.65 1.8
Corporate- 1.1 1.2 13

Sales taxes:
General - ---------------------------------------------- . 97 1.05
Motor fuel -4 5 6
Alcoholic beverage- .4 . .6
Tobacco - ---------------------. 335 .4Public utilities-. .95 1.0
Other .9 1.0 1.1

Auto license and registration .2 .3 .4
Death and gift taxes -1.0 1.1 1.2
All other taxes. -. 6 .65 .7
Higher education fees 1.6 1.7 1.8
Hospital fees 13 1. 4 1.5
Natural resources fees- .9 1.0 1. 1
Interest earnings ---.--- .6 .7 .8
Miscellaneous fees and charges- .6 .7 .8

Source: ACIR, Federal-State Coordination of Personal Income Taxes (October 1965), p. 42.

Property tax receipts have not yet been alone in their rapid growth
in recent years (table I-14). Between 1953 and 1963 State-local indi-
vidual income tax yields rose by an average of nearly 21 percent a year,
and from 1957 to 1963 general sales tax receipts grew by nearly 12
percent a year. These figures, of course, reflect rising tax rates, new
adoptions, and base expansions in addition to the automatic response
of established taxes to an expanding GNP. Some indication of the dif-
ference between the two sets of influences may be obtained by compar-
ing the 1957-63 and 1963-70 GNP elasticities given in table I-15.
With both automatic and discretionary tax changes at work in 1957-
63, State-local tax collections expanded by 17 percent for every 10-
percent increase in GNP; as projected by the CSG staff at constant tax
rates, however, between 1963 and 1970 total yields are to rise by only
11 percent for every 10-percent increase in GNP. On this latter basis,
1970 tax revenues of State and local governments would be $70 billion.
Variations of one-tenth of a point in the GNP yield elasticity used for
State-local tax systems as a whole would raise or lower that figure by
approximately $2 billion."' As shown in table I-16, ACIR estimates
of the GNP elasticity of total State general revenue (taxes plus user
charges and fees) in the 1964-70 period extend from a low of 0.8
to a high of 1.1. If a similar range is applied to taxes alone, 1970 tax
receipt projections would fall between $64 and $70 billion.

19 Uosing the equation given above in footnote 16 and taking fiscal 1964 as the base year,
we have:

T 4SX
2

61 e=20.6e
-609
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TABLE I-14.-Percentage increases in State and local tax collections by major type
of tax, 1963-63, 1967-63, and 1964-65

Average annual percentage increase in
yield

Tax _

1953-63 1957-63 1964-65

Property ---- ------ i.t5 10.5 7.9
General sales and gross receipts -10. 8 U. 6 & 5
Motor fuel sales -- ----------------- - -------------- 6.6 5.9
Individual income ------ 20.7 15.2 10. 9
Corporate income -8. 6 6.0 13.9
Motor vehicle and operators licenses -- 4.9 4.4
AU other ' ------------------ 8.6 6.9

Total -_-------L L 9.8 7.9

1 1953-63 includes motor fuel sales and motor vehicle and operators' license taxes.

Source: U.S. Bureau of the Census, Census of Governments, 1962, vol. VI, No. 4, "Historical Statistics
on Governmental Finances and Employment; Summary of Governmental Finances in 1963 and Quarterly
Summary of State and Local Tax Revenue, April-June 1965" (September 1965), p. 1.

TABLE I-15.-GNP yield elasticities of major State-local taxes, actual 1957-63 and
projected 1963-70 at constant tax rates

Yield elasticity
Tax

1957-63 1963-70

Property ------------------------------------------- 1. 8 1.2
General sales and gross receipts -- 2.0 1.0
Motor fuel sales 1.1 .6
Individual income -- 2.6 1.9
Corporate income -- 1.0 1.2
Motor vehicle and operators licenses .8 .5
Allother ------- 1.5 .8

Total ---------------------------- 1.7 11

I If the 1963-70 GNP elasticity of the property tax were taken as 1 or 0.8, the elasticity of the total State.
local system would be 1 and 0.9, respectively.

Source: Council of State Governments, "Projections of Tax Revenues: Preliminary Tables (October
1964), table 3.

TABLE 1-16.-Estimates of the GNP elasticity of total State general revenue in 1947,
1964, 1964, and 1970

Fiscal year

1947
1954-
1964 -----------
1970-

Elasticity estimate

Low

Source: ACIR, Federal-State Coordination of Personal Income Taxes, p. 43.

STATE-LOCAL FISCAL PRESSURES IN 1970

The preliminary projections in the preceding two sections show a
gross gap between expenditures and taxes in 1970 for State and local
governments ranging from $30 to $56 billion. This gap could be filled
in any one of four major ways: (1) 'by State-local user charges and
miscellaneous fees: (2) by Federal grants-in-aid; (3) by an increase in
State-local indebtedness; and (4) by structural changes in State-
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local tax systems brought about by the adoption of new taxes, by
expansions of the bases of existing taxes, or by the enactment of
higher tax rates.

A rough indication of what might be expected in 1970 from the first
two sources, on the basis of past experience, is given in the tabulation
below. The "A" projections were derived by taking the 1962-63 ratios
of each source of receipts to GNP and applying them to a projected
1970 GNP of $870 billion; the higher set of "B" projections was ob-
tained by simple extrapolation of 1952-62 trends in the receipts-to-
GNP ratios. In each case the GNP ratios used are given in the tabu-
lation of alternative projections of nontax State-local revenues in
1970:

Projection A Projection B

Type of revenue
Revenue/ Projected Revenue/ Projected

GNP ratio revenue CGNP ratio revenue
used (billions) used (billions)

User charges and miscellaneous fees - 0.016 $14 0.02 Si1Federal grauts-in-aid - .014 12 .02 17

Projecting the contribution that State-local borrowing is likely
to make to the financing of general expenditures in 1970 is made par-
ticularlv difficult by several factors: the widespread existence of
constitutional and statutory debt limitations; the close relation between
long-term debt issues and 8tate-local capital expenditures; and the de-
pendence of State-local borrowing powers on the market for tax-
exempt securities, a market which may well not expand in the future at
the same rate as other financial markets. Suffice it to note here that in
recent years State and local governments have increased their out-
standing long-term indebtedness by about $6 billion a year. If this
amount is added to the figures given in the preceding paragraph,
nontax receipts in 1970 would range between $32 and $40 billion, or
within the lower half of the projected gross expenditure-tax gap. There
is. in short, a definite possibility that fiscal pressures in the next 5 years
W-ill not rise beyond the ability of State and local governments, operat-
ing mainly within the present Federal fiscal framework, to deal with
them. There is, however, at least an equal possibility that the pressures
trill soon be too great to be met in conventional ways; it is this prospect
that brought about this study.

THE FISCAL PROBLEMS OF FEDERALISM3

State and local governments now stand at one of the most important
crossroads in their development. While citizens have been demanding
more and better public services, governments often have been domi-
nated by rural electorates with little interest in emerging urban
problems and run by unimaginative officials with the help of inferior
staffs. Signs at the crossroad point in one direction to a neglect of
urgent public needs and in the other to a steady decline in State and
local responsibilities as civic needs are increasingly satisfied from
W ashington. On the other hand, the legislative reapportionments now
underw-ay promise to create State governments that will be more

80-491-67-vol. III-iS
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responsive to the problems of the times. With sufficient funds they can

then begin to attract the talent that they need to get on with the job.

Whether the required revenue sources will be developed in time is

still an open question. The major problems and possibilities are sum-

marized briefly in the remaining sections of this chapter and discussed
in detail in chapters II-V.

TAX COORDINATION

Use of the same tax by two or more levels of government poses
obvious threats to the efficient operation of a Federal system of gov-

ernment. With the proper use of some of the coordinating devices
discussed in chapter II, however, this threat can be turned aside and

an efficient and equitable tax system designed that, at least potentially,
places ample sources of tax revenue within the reach of all but the

poorest State and local governments.

TAX COMPETITION

Whether they can obtain these revenues, however, is another
question. The trouble is that State and local governments have been

engaged for some time in an increasingly active competition among

themselves for new business. If there is, as Edwin C. Gooding sug-
gests, a "New War Between the States,"2 0 the main weapons are

State guarantees of private loans to new business, direct State loans

for the same purpose, local bonds issued to finance the construction
of industrial facilities for lease to private firms, tax exemptions and

concessions, and statewide, privately financed development credit
corporations. Between 1960 and 1962 one or more of these induce-
ments were put into operation by 19 States, and nine additional ones

were authorized in 1963.2' On September 30, 1963, only five States
were not using any of the devices, and 12 States had authorized three
or more.2 2

In such an environment government officials do not lightly pro-

pose increases in their own tax rates that go much beyond those
prevailing in nearby States or in any area with similar natural at-

tractions for industry. They may do so if the additional revenues
are required to finance programs with localized benefits known to be

highly desired by business firms or their employees, but there are
many situations in which the benefits are too intangible or too diffused
geographically to have much drawing power, or at least so they

appear to the average State or local legislator. If such programs

are to be provided at all, they must be financed either by taxes that

are not highly objectionable to business managers or by generous
Federal grants-in-aid. Active tax competition, in short, tends to pro-

duce either a generally low level of State-local tax effort or a State-
local tax structure with strong regressive features. Paradoxically,
the more widespread it is, the more likely it is to produce these

21 See his four part article with that title In the Federal Reserve Bank of Boqton's New
England Business Review (October and December 1963, and July and October 1364).

l Ibid. (October 1963), p. 2.
2 Benjamin Bridges, Jr., "State and Local Inducements for Industry. Pt. I" National

eax Journal, vol. 18 (March 1965), pp. 3 -4. The five States using none were Arizona.

California, Nevada, Texas. and Utah, and the 12 that had authorized thr-e or more were
Arkansas, Hawaii, Kentucky, Maine, Maryland, Minnesota, Mississippi, Oklahoma, Rhode
Island, Tennessee, Vermont, and West Virginia.

1412
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debilitating fiscal effects without creating the stimulating economic
effects sought by the tax competitors.

It is difficult to judge exactly how much State and local taxingpowers are weakened by tax competition. Several regions have al-ready been highly successful in attracting certain kinds of business
by spending money on higher education and research. As workerskills continue to be upgraded, more and more people may shift
their attention from the height of tax rates to the quality of localpublic services. The difficulty is that such changes in human attitudesdevelop slowly. In the meantime the familiar alternating movement
of hesitant tax rate advances, followed by a gradual matching of themon the p art of other State and local governments, followed by furtherrate advances, and so forth, is likely to continue. If speed is of theessence, as it may well be, other means of financing high-priorityState-local programs will have to be found. Some help can be obtained
through the right kind of tax coordination; for the rest it may benecessary to turn to intergovernmental grants.

INTERGOVERNMENTAL GRANTS-IN-AID

The case for functional grants from one level of government toanother rests on the existence of public benefits that spill over theboundaries of the governmental unit operating the program in ques-
tion. That these externalities are important in various fields, such aseducation, health, and public welfare, is the theme of chapter III,where it is argued that an economically optimal solution to the prob-lem can be provided only by open-end, matching grants that are care-
fully restricted to specific programs and that are managed jointly bythe grantor and grantee governments. The problems involved in en-acting and operating such grant programs are analyzed, and existing
Federal and State functional grants are then appraised from this pointof view. In spite of its rather haphazard and irregular growth, the
present svstem hasn manv desirable features, and new, improved ones
are steadily being added. The conclusion is that intergovernmental
functional grants have been an important part of the U.S. Federal
system, and that with further development they can contribute much
more.

There are, however, definite limits beyond which they should not be
pushed. Well before these limits are approached, serious consideration
should be given to a more controversial type of intergovernmental
grant-one under which the money is extended with no strings, or
with very few strings, attached. As Walter W. Heller and Joseph A.
Pechman, among others, have stressed, unconditional Federal grants
could do much to enable the poorest States and the poorest local gov-
ernments to bring their public service levels more in line with those
prevailing in the rest of the country.2 3 In addition, unconditional
grants are one way of obtaining the government programs for local
benefit which are widely desired by the people but which cannot, be-
cause of interstate and interlocal tax competition, be locally financed
even in the wealthiest jurisdictions.

sWalter W. Heller, New Dimensions of Political Economy (Harvard University Press.1966) Joseph A. Pechman, "Financing State and Local Government," In Proceedings ofa Symposium on Federal Taxation (American Bankers Association, 1965; Brookings Insti-tution Reprint 103, 1965.)
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Whether a workable program of unconditional Federal grants could
be designed and whether it would represent a superior or an inferior
use of Federal funds forms the subject matter of chapter IV. These
questions have already received considerable public attention, and the
recent vote of the 1965 Governor's conference to ask the Federal Gov-
ernment to study the matter further is likely to keep the proposal un-
der serious discussion as one important means of solving the fiscal
problems of a Federal system.

EXPENDITURE COORDINATION AND ANALYSIS

It is in metropolitan areas that some of the most difficult problems
of intergovernmental relations arise. Because of the political frag-
mentation that characterizes most of them, benefit spillovers are a com-
mon phenomenon, and action on areawide programs is frequently
stymied either by organizational inadequacies or by the lack of an
objective basis for cooperative agreements among independent muni-
cipal jurisdictions. Both of these problems are discussed in chapter V.
Alternative forms of metropolitan government are suggested to deal
with organizational problems. The contributions which modern sys-
tems analysis can make to a workable solution of jurisdictional prob-
lems are discussed. In both cases the prospects seem encouraging, par-
ticularlv if Federal and State Governments lend their financial and
technical assistance to local efforts to deal with such mounting metro-
politan problems as traffic congestion, air and water pollution, slums
and neighborhood blight, and the underprivileged, undereducated peo-
ple that represent such a waste of national resources.

METROPOLITAN REVENUE REFORM

Part of the metropolitan fiscal problem could be solved by means
of metropolitan revenue reform. Property tax inequities and ineffi-
ciencies need to be eradicated; local sales and income taxes could be
used more extensively and effectively than they now are: and the whole
system of user charges and miscellaneous fees could be revised and
expanded. Some observers contemplate more radical changes now that
the conversion of the general property tax into a local tax on net
wealth seems administratively feasible for the first time, thanks to the
development of computers and data processing. This shift would ma-
terially increase local taxing powers. All of these reforms, which are
analyzed in the last section of chapter V, would require considerable
assistance from higher levels of government, but once enacted they
would place metropolitan governments in a much better position to
handle their own fiscal affairs in their own individual ways.

ECONOMIC AND FISCAL VARLABLES OF STATES

In the following chapters whenever complete tabulations have been
unnecessary, a sample of States has been used to illustrate the point at
at issue. This sample of 19 States was selected to provide a broad geo-
graphical coverage and to include States exhibiting widely different
economic and political conditions. The following table summarizes
some of these characteristics for the selected States.



REVENTJE SHARING AND ITS ALTERNATIVES 1415

Sample of States ranked by selected economic and fiscal variables

Rank I on the basis of-

903 per 1959 per 1959-60
State and region capita capita tax effort

personal income index
income produced

(1) (2) (3)

New England: -Masachusetts -9 11 27
Mideast:

New York-5 3 IS
New Jersey ---------------------------- s 43
Delaware ------------------------------------------- 11 is 50
Maryland ---------------------------- 3 28 38

Great Lakes:
Indiana ------------------------ is 13 37
Illinois -7 4 42
Wisconsin - ------------------------------------- 23 25 22

Plains:
Minnesota ----------- 24 20 10
Missouri-14 12 49
South Dakota ------------------ 40 3S1

Southeast:
Virginia -- --------------------------------- - 34 34 47
Tennessee --- -------------------------------- 46 47 35
Florida -------------------- - 32 37 26
Alabama -48 48 40
Mississippi---------------------------- 51 51 8.

West:
Colorado --- 22 15 16.
California -------------------------------------------- 6 6 15
Oregon --------------------------- 13 29 19

I From highest to lowest.

Sources: (I) Appendix table A-I, col. (2). (2) ACIR, Measures of State and Local Fiscal Capacity and
Tax Effort (October 1962), pp. 27-28. (3) Appendix table A-6, col. (1).

SUMMARY OF CONFERENCE OF EXPERTS (NOV. 18-19,
1965)

DIscussIoN

A 2-day conference on intergovernmnental fiscal relations in the
United States not only provides a forum for the discussion of that
many-faceted problem but also serves as a laboratory experiment in
the sociology of interdisciplinary coordination. Happily, this confer-
ence produced some -worthwhile analysis of different aspects of a num-
ber of promising fiscal reforms and also showed that economists, polit-
ical scientists, and other fiscal experts can focus jointly on a problem
and even air fundamental disagreements in a purposeful and cordial
atmosphere. It gives hope that cooperation on a widespread scale may
be in the years to come produce fruitful results in an area of increasing
importance to our national well-being.

In their search for solutions fiscal policymakers face a wealth of
difficulties, but they also possess a rich source of ways and means. Con-
ference discussion made clear the fact that there is no one grand reform
that would solve all problems. It also made apparent, however, the
existence of a large number of useful policy tools, each capable of
adding its own contribution and hence of filling some of the gaps left
by other policy measures. What is needed, then, is a skillful integra-
tion of selected policies, each blend being adapted to the specific cir-
cumstances of the locality where it will be applied. The general tone of
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the conference seemed to be one of cautious but definite optimism,
evincing an expectation that the outstanding problems of intergov-
ernmental fiscal relations will be resolved in such a way as to insure a
salient role for all three levels of government.

STATE-LOCAL FISCAL PRosPEcTs roR 1970

The conference began with a review of the 1970 projections of State-
local expenditures and receipts that have been worked out over a 21/2-
vear period on behalf of the Inter-Agency Committee on Economic
Growth and are being published by the Council of State Governments
(CSG) in a series of research memorandum., When aggregated for
all of the States, these projections yield the following broad totals:
Category: Billions

General expenditures…-------------------------------------$108.3
General revenues…----------------------------------------- 106. 0-108.1

From own resources 1-------------------------------- 84. 3- 86. 4
From Federal sources…- ------------------------------- 21. 7

Total fund requirements-------------------------------- 121.8
Total funds available 3 ------------------------------------ 107. 9

' The higher figure assumes constant effective tax rates; the lower figure assumes that
nominal property tax rates remain constant and that there is some slippage of assessed
values behind the market values of existing property. See the discussion of this point
in ch. I.

2 Includes amounts needed for debt redemption, for contributions to government retire-
ment funds and for working cash funds.

3 These fall short of general revenues because of projected negative net utility revenues.

Discussion of these figures centered around two closely related fea-
tures, both of which elicited some sharp reactions from several of the
conference participants. The first was the projection of growth of
general expenditures at a rate below their rate of growth in the past
5 or in the past 10 years.2 In large part this conclusion was drawn
from the expectations that primary and secondary school enrollments
will grow at significantly slower rates, that the Federal social insur-
ance and Medicare programs will take some of the load off State and
local welfare and public hospital expenditures, that highway con-
struction will fall short of its recent rapid rate of growth, and that
a slowing down of internal population migration will mean fewer
people moving into relatively high-cost local governmental jurisdic-
tions. While the projections also take full account of some rapidly
growing State-local programs, such as higher education, regional eco-
nomic development, and poverty eradication, it is not expected that
these will take up all of the slack left by the first set of programs.
The second controversial feature of these projections is the relatively
optimistic fiscal picture they paint of the country as a whole in 1970.
Even with no further increases in tax rates, general revenues, it is
estimated, will come within $2 billion of general expenditures, and
total fluid requirements will be only $13.9 billion greater than total

funds available, a gap that is likely to be well within the borrowing
capacity of State and local governments in 1970. In fiscal 1964, for
example, those governments issued new long-term debt of $11.2 billion.

I In addition to those cited In ch. I, see Selma J. Mushkin and Eugene P. McLoone,
Local School Exrpenditures: 1970 Projections (Council of State Governments, November
19115).
2As noted in ch. I, a continuation of trends of the recent past would produce 1970

State-local general expenditures of $120 billion.
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Considerable doubt was expressed by some conference members about
the realism and usefulness of these projections. As one participant
put it, 'I don't know of a single individual in any responsible position
who is willing to say 'I shall not need any further tax increases from
now on to 1970.'" In the view of another " * * to suggest any sub-
stantial decline in the rate of growth of expenditures is to be more
sanguine than for the good of society we ought to be." Others, however.
minimized the danger that optimistic fiscal projections would induce
State and local legislators or administrators to moderate their efforts
to expand spending levels. These officials, they reasoned, are much
more likely to react by throwing up their hands in disbelief than by
sitting on them complacently.

Extended discussion of the many difficulties involved in making
lon-term fiscal projections emphasized the importance of three sets
of factors: (1) unpredictable effects of new economic and political
developments and of technological and scientific advance in par-
ticular: (2) the impact of Federal grants-in-aid on State-local spend-
ing levels; (3) the complex interactions and feedbacks that undoubt-
edly exist between one side of the government budget and the other-
that is, between State-local expenditure and revenue programs.

On the first point it was noted that "* * * scientific advances con-
tinually bring into being new functions of government that we can't
forecast 5 or 10 years ahead." In the political sphere legislative
reapportionment was seen as a factor making long-term predictions
especially difficult at this time. If Federal expenditures on research
and development are continued at their current high levels they
may well, it was argued, produce important technological ireak-
throughs in such areas as the control of air and water pollution that
will stimulate new bursts of spending by State and local govern-
ments. In general, there seemed to be a widespread feeling that it is
all too easy to underestimate the stimulus that scientific research
is likely to give to public expenditures.

Federal grants-in-aid, it was noted, are particularly troublesome
to the fiscal forecaster because they enter his calculations both as a
source of funds for State and local governments and as one of the
important factors making for higher levels of State-local spending.
In neither case is their future importance easy to predict. As noted
in chapter I, a linear projection of the 1952-62 trend in the ratio of
grants to GNP yields Federal grants of $17 billion in 1970, and this
figure does not even fall within the range of the CSG projections,
which extend from a low of $18.5 billion (no further expansion of
existing programs) to a high of $24 billion (some enactment of new
programs). Uncertainty is compounded when one turns from these
figures to their potential significance for State-local spending levels
in 1970. The few empirical studies that have been made of the rela-
tionships between Federal grants and State spending have failed for
various reasons to produce satisfactory results. Though the issue was
not directly debated at the conference, one expert did state that in
his opinion:

* * * Federal aid has exercised a multiplier effect on State
and local government activity. The entry of the Federal Govern-
ment into a new functional field quite often has triggered State
and local expenditures in that field for matching purposes, and
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then the State and local governments have gone on and on and
on-way beyond the original Federal stimulation.

Other conferees, however, felt that these expansionary effects, which
have occurred in vocational education and public health, tended to
be the exception rather than the rule.

For present purposes the most important fiscal feedback mecha-
nism is that between rising revenues and new expenditure programs.
Will the former typically pull the latter up with them so that pro-
jected budgetary surpluses are eliminated by expenditure levels higher
than originally expected, or will rapidly rising revenues simply
lead to a reduction in tax rates? Opinion on this question was divided.
While some did anticipate falling tax rates, especially on property,
in the surplus States, others argued that expenditures "will simply
in the ordinary normal course of events expand to eat up the antici-
pated surplus." Two very disparate pictures of State and local finance
in the 1970's can be drawn, depending upon which of these alternatives
is accepted.

Suppose, to take a highly simplified example, that a 1970 surplus
of $100 million is projected for one group of States and that a deficit
of $100 million is projected for another. If there is no feedback
from expected surpluses to expenditure levels, fiscal pressures and
rising tax rates in one area will be offset by fiscal ease and falling
tax rates in the other, so that for the Nation as a whole average tax
rates may remain virtually unchanged. In that sense there would
be no aggregate fiscal gap in 1970, though no one would minimize
the difficulties faced by public officials in the States with projected
deficits. On the other hand, if spending levels do react to rising reve-
nues in the surplus States, projected expenditures for them will in
fact be too low by $100 million, and the fiscal gap of $100 million
in the deficit States will be the total gap for the Nation as a whole.
To fill it, program service levels will either have to be cut back or
tax rates increased.

Neither of these two extreme cases is likely to materialize. Presum-
ably in some areas public attention is focused on high tax rates rather
than on low public service levels, and this autonomously venerated
surpluses will be used to reduce tax burdens. W;herever additional
public benefits are thought to outweigh additional private ones, how-
ever, such surpluses are likely to provide the occasion for expenditure
increases. To some unknown extent, then, the CSG 1970 projections.
wvhich take no account of the surplus-exprenditure feedback mechan-
ism, underestimate total State-local spending levels and hence the size
of the nationwide fiscal gaD in that. vear.

In discussing the rapidly rising State-local spending levels, wvhich
evervone thought were inevitable, participants raised questions about
the size of the tax rate increases necessary to deal with them, but to
some the more important problem concerned the kinds of tax increases
that are in prospect. In the words of one participant:

* * * the real issue, therefore. is not the exact number, but how
to have a mix of grants-in-aid, property taxes, sales taxes, to meet
this [the pressure for higher expendituresi that would be better
than simply letting things grow through pressure and through no
planning at all.

One of the paradoxes of State and local governmental finance is that
where the need for revenue reform is greatest-namely, where expend-
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itures regularly outstrip the built-in growth of revenues-the means
for achieving it are likely to be in shortest supply. Ad hoc policymak-
ing is not good enough, and one of the important contributions that
the 1970 CSG projections have made is to give governments that face
a potential financial problem in that year an opportunity to engage in
effective fiscal planning. Indeed, stimulus of such planning has been
the main objective of Project '70, and much of the work of its staff has
been directed to that end.

TAkX COORDINATION

Since it ordinarily involves shifting revenues from one governmen-
tal ilit to another, tax coordination has always provoked consider-
able controversy among State and local officials, and its explosive
qualities were duly demonstrated by conference reaction to some of its
complex issues. These issues included the adoption of credits against
an individual's Federal income tax liability for part or all of any State
or local income tax he pays, the search for an optimal set of State in-
come taxes on multistate corporations, and the devising of workable
solutions to the problems created by the application of State sales and
use taxes to interstate transactions.

:D* * * *:

METROPOLITAN- FISCAL PROBLEMS

That large urbanized areas exist and that they have complex fiscal
problems are fully recognized facts of modern life. Whether the gov-
ernmental unit known as the city. has become an anachronism, or
whether it continues to serve some distinctive, definable purposes amid
these conditions, are matters of opinion. Conference discussion of these
points proved only that a wide diversity of opinion does exist.

Does the concentrated central city characteristic of the Northeast
contribute something unique and important to the national welfare
that cannot be supplied by the pattern of sprawling metropolises grow-
ing up in the West and Southwest? Should the power vested in
municipalities be strengthened, or should it be increasingly turned over
to larger jurisdictions responsible for entire metropolitan areas or even
for groups of metropolitan areas? Answers to these questions cannot
be settled upon unless preliminary agreement has been reached on the
specific values that local governmental units should be responsible for
preserving and developing. That such agreement is far from possible
at the present time was amply demonstrated by the discussion. As one
participant put it:

So this neat theory that the activities of government, be they in
education or health or international relations. can be split up into
neat packages on the basis of logic has no logical foundation.

Despite the lack of clarity as to what is being accomplished or why,
however, a further fact of modern life is that metropolitan councils
are being formed and that large sums of money are being channeled
into them. One discussant described these councils as "always starting
out with a wonderful Young People's Christian Association beginning
and then ending up in futility," while another spoke of them as hay-
ing "a vested interest in not trying to do anything for fear they will
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collapse." Other conferees were less pessimistic about their promise,
or perhaps simply more resigned to making the best of their in-
evitability:

I would point out to everybody that you may look down your
noses at these councils, but there is one thing for sure-vou are
going to have a lot more of them and they are going to have more
power, because the Housing Act of 1965 contains a little amend-
ment, subsection (g) to 701, which will start underwritingr on a
permanent basis twvo-thirds of the administrative costs of these
councils from this time on-two-thirds of their budget will be
funded by the Department of Housing and Urban Development.
provided they meet the specifications of plans and move in the wayv
that HUD wants them to go. Well, they are going to be given more
and more power in terms of reviewing applications for Federal
grrants.

There was considerable support for using the county as the basic
unit of metropolitan government, whenever it is biz enough. within
the foreseeable future, to encompass the urban area. Unlike metropoli-
tan councils, counties have well-established powers and responsibili-
ties.3 and to shift functions to them from smaller municipalities
would, it was argued, moderate some of the destructive interlocal tax
competition that now exists, spread the costs of metropolitan services
more equitably by combining rich suburbs and industrial enclaves
wvith the poorer parts of the urban area, and permit full utilization
of available economies of scale, espeeiallv those derived from the
ability to attract top quality personnel. In the words of one
larticipant:

as you move from 10,000 to 20,000 population and the re-
sulting budget to one that covers a population of 50, a hundred
thousand, or a little bit, more. von go up the scale in the quality
of inen that vou can attract, anid this has a tremendous impact oil
the behavior of the government.

It was also stressed that too often in the past divided responsibilities
in urban areas have precluded a positive and dynamic response to
emergimnT social and economic problems, even after they have matured
into fullblown crises, as in Watts, Calif., in the summer of 1965:

* * * Sargent Shriver sent a team out to study Watts, to deter-
mine what the Poverty Prozrsin could do there. The Department
of Health, Education, and *Welfare sent a group, the State of
California sent a group, the county of Los Angeles sent a group,
the citv of Los Angeles sent a group, and then they invited some
private agency people and th'ev worked around the clock for
several days.

They got what the Federal people tliought were commitments
on -who was going to do what, and the Federal people made some
commitments on their own of what thev would do. And as of
2 weeks ago, I am told, not one thinga has been done by anybody,
except one little minor program dealing with vocational training

Others. however, were skeptical of the importance of the contri-
butions that better governmental organization was capable of making

It should be noted, however, that three States-Alaska, Connecticut, and Rhode
Island-do not have counties as part of their local governmental structure.
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to problems of the Watts variety. In the view of one, "If anybody
really wanted to do anything about Watts it could be done now," and
another remarked:

One of the great arguments against the creation of metropoli-
tan areas e * * is that to the Negroes they look precisely like a
measure to keep the metropolitan areas in white hands. Just at
the time that the Negroes are really getting hold in the cities you
enlarge the boundaries of the cities by including lily-white sub-
urbs into which they can't get, and say now we are going to govern
over this larger area. Watts would not have been prevented by
a metropolitan government-it might have been intensified by it.

These observations brought forth a discussion of two opposite, but
not necessarily conflicting, trends that seem to be developing in metro-
politan areas. On the one hand, there is a move to reduce the number,
and increase the size, of decisionmaking units in the hope of achieving
more rapid and more efficient solutions to urban problems. On the
other hand, there is a move, particularly by minority groups who
lack political power at higher levels of government, to make the local
neighborhood the sovereign unit of control over a number of impor-
tant public programs.

What this suggests, of course, is a highly decentralized kind of
metropolitan federalism, and the conference discussed at some length
the problems involved in establishing such a system. Few seemed
optimistic about the ability of cities and municipalities to achieve the
reforms on their own. What limited success there has been in this re-
spect in the past, it was noted, is mainly attributable either to the dedi-
cated work of lone individuals-New York City was cited as an ex-
ample-or to purposeful action on the part of higher levels of gov-
ernment, as in Winnipeg. or to both, as in Toronto. On the latter-
score it was recommended that Federal functional grants, particularly
those administered by the Department of Housing and Urban Devel-
opment. be used more and more to encourage the development of
metropolitan political institutions. An even more important role, how-
ever, could be played by the States, either individually or in associa-
tion with their neighbors where interstate metropolitan areas are in-
volved. The Tennessee Valley Authority was cited as a valuable guide-
line for these purposes:

I would like to call your attention to the remarkable experience
we have had in TVA. TVA was a national institution which was
geographically located in a given area and spanned a number
of States and succeeded in managing itself with a very high sen-
sitivity to the political structures and underlying functional re-
quirements of that area.

This argues that the States might be able to do the same thing
in their metropolitan areas. to establish metropolitan authorities
which are State authorities, which in the initial stage would be
purely dependent politically on the State, but which in time might
add other representatives and eventually might have a legislative
body that was completely elected from the metropolitan region.
But in the initial stage they might be branches of the State, so
that you don't raise the issues of local home rule, and so forth:
and then you give this body, this State body, control over the
allocation of those Federal funds that go to the structures of the
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metropolitan nexus-transportation, federally supported high-
ways, State-supported highways, water pollution control, air
pollution control, etc.

With help from above and continued pressure from below, city gov-
ernments, it was generally felt, have a reasonable chance of improving
their structure and hence of getting on with the important tasks that
face them. The major guidelines provided to them by the conference
discussion were well summarized by one participant:

Well, then, we take the county as the basic governmental unit
for the bulk of urban areas, and we experiment with various
things, including councils, in the other metropolitan areas that are
not covered by the county, and then we counsel patience and
fanatic -work on the part of all.



SOME THOUGHTS ON THE ]JliYTERMfINANTS OF STATE
AND LOCAL EXPENDITURES*

BY ELLIOTr R. MORSS**

INTRODUCTION

In several recent articles, economists and others 1 have found ways
to explain considerably more of the interstate variation in State and
local government expenditures than Fabricant was able to do earlier.2
Fabricant, by using three independent variables in multiple regres-
sion analysis, 3 succeeded in explaining 72 percent of the interstate
variation in per capita 1942 State and local government expenditures.
Fisher was able to explain 65 percent of the 1960 interstate expendi-
ture variation by using two of Fabricant's variables and five others.4
Lest this be taken as a step backward in explanatory power, it should
be mentioned that Fabricant's three variables above explained only
53 percent of the 1960 interstate variation.

Sacks and Harris were able to get a higher coefficient of multiple
determination (R 2) than Fisher for 1960 by including, along with
Fabricant's variables:

1. a State aid variable (together, the four variables gave
R2m = .67);

2. a Federal aid variable (together, the four variables gave

3. both of the above two (together, the five variables gave
R 2=.87).

One purpose of this study is to point out a new variable, which,
when used by itself or in conjunction with other variables, will con-
tribute substantially to the explanation of interstate differences. By
itself, this variable will explain 72 percent of the 1960 interstate
variation in total per capita State and local expenditures, which is

*Reprinted from National Tax Journal. March 1966, vol. XIX, No. 1.
**The author is with the Fiscal Affairs Department of the International Mon-

etary Fund, but the paper does not necessarily reflect the Fund's viewpoint.
Thanks are due William Baumol, Harvey Brazer, and Harold Shapiro for their
criticisms of an earlier draft of this paper.

' Glenn W. Fisher, "Determinants of State and Local Government Expenditures: A Pre-
liminary Analysis." National Taz Journal, XIV (December 1961), pp. 349-355; Fisher,
'Interstate Variation in State and Local Government Expenditure," National Tar Journal,
XVII (March 1964), pp. 55-74; Ernest Kurnow, "Determinants of State and Local Ex-
penditures Reexamined," National Tax Journal, XVI (September 1963), pp. 252-255:
Seymour Sacks and Robert Harris. "The Determinants of State and Local Government
Expenditures and Intergovernmental Flows of Funds," National Tar Journal, XVII
('March 1964). pp. 75-85.

2Solomon Fabricant, The Trend of Government Activity in the United States Since
1900, National Bureau of Economic Research, New York, 1952. pp. 122-131.

'Fabricant's variables were percent urban, population density, and per capita Income.
'Fisher substituted percent of families with less than $2,000 income, 1959, for Fabrl-

cant's per capita Income variable. His other new variables were: the yield of a repre-
sentative tax system for each State, 1960. na a percent of the U.S. average: the percent
Increase In each State's population, 1950-60: an index of two-party competition: the
percent of population over 25 with less than 5 years schooling. 1960. In explaining inter-
state variation, the regression coefficients of only two variables (the poor families and
representative tax system variables) were greater than 1.5 times their standard errors.
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quite likely considerably more than either of the variables that Sacks
and Harris introduced could explain singly. While there has not yet
been time to include this variable in a multivariate analysis, there
is little doubt that for most years, upward of 90 percent of the varia-
tion in State and local expenditures will be explainable by this new
variable when used in conjunction with the Federal and State aid
variables.

As evidence on the remarkable explanatory power of this new vari-
able, the detailed results of the simple linear regression are given:

Y=52.60+1.24X 2= .713
(.11)

In this regression, Y= 1960 total per capita general State and local
government expenditures, by State, and X= 1960 total per capita State
and local tax collections, by State.

Using tax receipts to explain expenditures will probably raise some
eyebrows. But in so doing, it focuses attention on the main purpose
of this piece-a discussion of the legitimacy and usefulness of some
of the empirical analyses currently being done on determinants of
government expenditures.

While there has been a large outpouring of statistical analyses pur-
porting to explain State and local expenditures or some aspect thereof,
there has been little written consideration given to the purposes these
analyses are to serve.5 This is unfortunate, for these purposes should
be of primary importance in deciding on the research approach to be
taken.

To highlight this point, consider the purposes of the findings an-
nounced in the introduction. Since there was no mention of the overall
significance of the findings, one might conclude that the only aim was
to increase the coefficient of multiple determination (R2) over what
was recorded in earlier studies. Such an aim is hard to justify unless
it serves some higher purpose. Of course, the research reported on
was also weak in that the obvious question concerning the direction
of causality was not even mentioned. However, rather than spending
more time on rubbish of this sort, consideration will now be given
to the possible uses of work on expenditure determinants and to the
research designs that will make these studies most useful.

Of the possible purposes for such research, three of the most impor-
tant are:

1. Understanding.
2. Prediction.
3. Guidelines for normative decisions.

h In addition to the State and local studies cited earlier, work on local expenditures
has been done by many authors, including Brazer, Davenport, Scott and Feder. Hawley.
and Walker (For a partial bibliography, see H. E. Brazer, City Expenditures in the Unitced
States, Occasio'al Paper 66. National Bulreau of Economic Research. 1959, pp. 16.)
Another group of writers has focused on the variations in particular types of expenditures
(for example, see Werner Z. Hirsch. 'Cost Functions of an Urban Government Service:
Refuse Collection," Reprint No. 10. Institute of Government and Public Affairs. University
of California, Los Angeles, 1965, and Jerry Miner, Social and Economic Factors in Spend-
lag for Public Education, The Syracuse University Press, 1963). While primary emphasis

In t is aper will be on the State and local studies, comments will also be made on the
approaches taken by the writers cited above.
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TUNDERSTAN-DING

It is important to understand what causes expenditure levels to
be what they are and what causes them to change Now, one can argue
interminably about what should qualify as a legitimate cause." But
it does seem reasonable to say that as social scientists, we might con-
tribute to understanding by measuring the relationships between the
variables being analyzed and other economic, political, and sociological
variables.

On the other hand, studies that document the fact that changes in a
particular variable are associated with changes in its components add
little to our knowledge of the expenditure process. Putting it slightly
differently, little is to be gained from simply regressing the dependent
varaible on itself or on parts of itself. Where there is no interdepend-
ence between the parts, one will find a 1-to-1 relationship, which is
hardly informative. In cases where there are interactions between the
parts, the relationships, although not 1-to-1, may well prove to be
equally uninformative. To see what is really going on in such cases, one
needs more than a single-equation model.

As an example of the above points, consider using Federal aid to
explain State and local expenditures. Inasmuch as States and localities
must spend virtually all the Federal aid they receive, it is not surprising
to find that aid and expenditures move together in a "statistically sig-
nificant malner." Indeed, using aid to explain expenditures is analog-
ous to using taxes to explain expenditures in the sense that both aid
and taxes are sources of funds. The fact that these variables turn out to
have substantial explanatory power serves as little more than verifica-
tion of the quite obvious factthat government receipts and expendi-
tures are closely related.

The above does not mean that in appropriately constructed econo-
metric models, the regression coefficients of Federal aid variables would
not be interesting. For it is of considerable importance to know what
a lower level governmental unit's response will be to an aid payment.
Indeed, it would be very interesting to differentiate empirically be-
tween the responses of such governments to the different types of pro-
visions of the various aid programs. But if the aim is to get reliable
answers to questions such as these, single equation models of the type
used in the -works cited earlier will not suffice. Because of the interac-
tions between independent variables in these models, a multiple equa-
tion model should be developed and tested empirically.

In elaboration of the above point, let us define State and local ex-
penditures (Y) as being equal to Federal aid payments (Z1) plus
State and local expenditures other than those financed by Federal aid
payments (Z 2), i.e.,

Y=Z:,+Z2 (1)

Suppose further that the value of Z, is given exogenously, i.e., that
its value does not depend on either Z2 or Y. As suggested earlier, it is
reasonable to assume that Z2 will depend at least in part on Z1. Hold-
ing all other factors affecting Z2 constant, it is assumed that the re-
lationship between Z1 and Z2 may be expressed in the form:

Z2=a+bZ1 (2)

For example, one might say a cue stick causes a billiard ball to move: or one might
say it was the player's energy in moving the cue stl k that caused the ball to move.
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If this is the case and the relationship is a fairly strong one, the re-
gression coefficients resulting from regressing Y on ZA and Z2 will
not give reliable estimates of future responses of Y to changes in Z,
and Z2 respectively. Putting it slightly differently, the correlation
between Z, and Z2 inay cause very substantial changes in their re-
gression coefficients whenever any new observations are included in
the regressions. It is important to stress that these conclusions hold
whether or not the regression coefficients appear to be significant in
terms of the usual standard error and F-tests of significance. In short,
a high correlation between independent variables will lead to unstable
and hence unreliable estimates of the regression coefficients.

The proper way to get true estimates of the parameters involved
in the above case is to calculate the reduced form of equations (1) and
(2), which is:

Y=a+Zli(1+b) (3)

The regression coefficient of Z., 1 + b, gives an estimate of the effect
an increase in Z, will have on Y. It is superior to the estimate derived
from regressing Y on ZA and Z, in that it makes allowances for the
interaction between Z, and Z,. But equation (3) is not entirely satis-
factory. For its R2 will overstate the explanatory power of the be-
havioral relation between Z, and Y. That is, the R2 will be high be-
cause it will include the percent variation explained by the 1-to-1
identity relationship as well as the percent variation explained by the
behavioral relationship between Z, and Y.

To get an accurate measure of the extent of the behavioral relation-
ship between Z, and Y, the identity element should be removed. This
may be done by subtracting Z, from both sides of equation (3),
leaving:

ZA=a+ bAZ (4)

To get some idea of the quantitative importance of this point, con-
sider a test of the latest popular finding-that Federal aid is an im-
portant determinant of State expenditures. With the 1960 per capita
State and local expenditures as data, the following results are obtained
when Y is regressed on ZA:

Y=226.96-+ 1.25Z,
(.27)

R2= 30

Ignore for the moment the crudity of the model. The results suggest
that Federal aid payments explain 30 percent of the variation of Y
from its mean and that there is a significant, positive relationship be-
tween Y and Z. Now, consider what happens to the results of the iden-
tity portion between Y and Z, is removed. This may be done by using
the equation (4) formulation. The results are then:

Z, = 227.30 + .25ZA
(.27) R2 =.02

There is little in these results to suggest that any sort of meaningful
relationship exists between the dependent and independent variables.
In short, it appears that the Federal aid variable is significant in ex-
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plaining variations in State and local expenditures only because these
lowver level governments are required to spend all of the Federal aid
payments they re eive. This is hardly an interesting finding. Indeed,
it should make one wonder about the importance of the "discoveries" of
Sacks and Harris, Kurnow, Brazer, 7 and others that Federal aid is sig -
nificantly related to government expenditures.

If understanding the effects of Federal aid on State and local ex-
penditures is the objective, it would be useful to do some studies of a
type quite different from those considered above. Federal-aid programs
are often made available several years before States or localities start
using them, and they often involve a substantial monetary commitment
on the part of the government unit receiving the aid payment. When
there is some delay between the establishment of a Federal-aid pro-
grain and its use by individual States, it is particularly questionable to
say Federal aid caused State expenditures to change, even if one is talk-
ing about expenditures excluding Federal aid. Given that there are
some lags between the establishment of aid programs and their adop-
tion by States and localities, it would be interesting to explore the rea-
sons for the lags between program establishment and utilization. Here,
a cross-section analysis might yield some interesting results. That is,
one might attempt to determine why some States make use of a par-
ticular program immediately, while others take considerably more time.
To study this question, regression analysis might be used. The time lag
between program enactment and adoption by individual States might
be the dependent variable, with such things as per capita income, a
lagged value of the State's budget deficit or surplus, and some proxy
of the State's need for the particular aid project used as explanatory
variables.

PREDICTION

Research methods may be less restrictive -lwhen prediction. rather
than understanding, is the objective. Indeed, so longr as the researcher
is careful in the interpretation of his statistical results, there are vir-
tually no restrictions on what might be used as predictor variables.8

The researcher is free to use whatever combination of variables he
feels will give him the best prediction. For predictive purposes. there-
fore, tax receipts, aid payments, budget deficits, lagged values of the
dependent variable or parts thereof might legitimately be used as
predictor variables.

This does not mean the predictor's job is necessarily an easy one.
For while he need not concern himself with formnulating a model that
has intuitive a priori appeal, his success or failure can be measured
quite precisely by the size of his residuals. In any case, the important
point is that research methodology for prediction may differ substan-
tiallv from the methods that should be used when understanding is
the primary research objective.

7 Brazer used intergovernmental revenues per capita to explain variations in per capifta
city expenditures. He said that the high positive correlation can be explained "* * * prin-
cipally in the fact that it [the Intergovernmental revenues variable] serves as a partial
measure of the distribution of functional responsibilities among other cities on the one
hand and its other local subdivisions on the other." Only then (does he go on to suggest
that "* * * it represents a partial indication of the availability of funds with which
expenditnres ma7pl he finnnced." [Italics are mine.1 (Brazer. op. cit.. p. 67.)

Of course the researcher is under one restriction: his model must he formulated so
that the data needed to generate predictions& will be available prior to the time at wbich
the predictions are needed.

80-491-S7-vol. III-14
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NOR-MATIVE GUIDELINES

Cross sectional multivariate regression results may serve as useful
guidelines when one is attempting to answer certain normative ques-
tions. For good or bad, manv welfare decisions are made on the basis
of what is considered to be an "equitable norm." One value of a regres-
sion equation is that it facilitates the calculation of norms that can be
far more sensitive than unweighted numerical averages.

For example. it might be felt that aid payments to a particular
government unit should depend on the unit's expenditures as com-
pared with the expenditures of other units having the same per capita
income and area. A regression of expenditure on income and area
across all government units will permit one to make an estimate of
expenditures of all areas having the appropriate income and area. The
deviation of the particular unit's expenditure from this average might
then be used as a criterion for deciding whether the unit should be
spending more or less, or whether it should be receiving Federal aid,
etc.

If an expenditure study is to be used for normative purposes, inde-
pendent variables of welfare interest should be included, regardless
of their explanatory power. Indeed. the variation in expenditures
after taking account of such variables might be a criterion in deciding
whether an aid program is needed.

The approach that should be taken in the normative study will
therefore differ substantially from studies where either prediction or
understanding are the chief objectives. In the latter cases, a "good fit"
is desirable as a sign that the hypothesis being tested is consistent with
what has happened in the real world. For a normative study. a differ-
ent approach should be taken. The model to be tested should include
the important welfare variables. In such circumstances, "goodness of
fit"' will be important, but not as measure of the success or failure of
the researchers. Rather, "goodness of fit" will indicate the deviation of
the real world situation from the welfare norms specified by the model.

Another type of normative analysis has been done by Hirsch.9 He
attempts to explain differences in per capita expenditures by means of
cost variables. For example, he attempts to explain per capita refuse
collection bv means of such variables as number of refuse collection.
disposal costs, and number of pickup locations. The presumed objec-
tives of these studies is to develop a cross section cost function as a
norm against which one might view the cost performance of particu-
lar government units.

The notable result of Hirsch's studies is the low explanatory power
of his cost equations. For example, in his refuse study, the highest
R2 was .76. This is remarkable in that many of Hirsch's independent
variables appear to be part of his dependent variable.

The relatively low explanatory power of Hirsch's results raises an
issue as to their usefulness. Part of the unexplained variation is prob-
ably due to differing degrees of efficiency among governmental units,
but part is also probably due to real cost differences not allowed for in
Hirsch's cost functions. My conclusion is that the relatively low ex-
planatory power of Hirsch's results means they should not be used

{a See Hirsch Op. cit., and also "Analysis of the Rising Cost of Public Education,"
Stu, dy Paper ATo. 4, U.S. Congress, Joint Economic Committee, Government Printing
Office, 1959.
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as a cost standard against which to measure the efficiency of particular
govermuent units. Indeed, if information on the performance ef-
ficiency of a government is desired, the best approach is still to call
in an outside party to do a time study analysis.

Three possible objectives of expenditure studies have been con-
sidered, and the different research approaches to each have been spelled
out. Several general remarks should be added, however, which apply
irrespective of objective.

THE NEED FOR DISAGGREGATIO]K

Given there is some opportunity costs, the wisdom of making addi-
tional studies of the expenditure behavior of several government units
taken together is questionable. Putting it more positively, there is
considerable need for and much to be learned from studies of individual
government units. One of the primary reasons for constructing pre-
dictive models is to help government officials estimate their future
revenue needs. In most cases, these officials will be interested in the
future revenue neds of their respective governments, and not in the
future needs of a combination of government units.

From the standpoint of understanding, it is likely that much is being
missed when, for example. State and local governments are studied
as a single unit. Political institutions and pressure are usually quite
different at the State and local levels, and the importance of these
differences may not appear until the units are considered separately.

Of course, this does not mean the interactions between aggregates
of government units (e.g., localities and the State government) are not
important. They are. But in order to get at them, it would be useful
to have some idea of how these government units perform individu-
allv.

The need for greater disaggregation applies as well to studies of
variations in different types of government expenditure. Many of the
recent studies make it quite apparent that variations in specific ex-
penditures cannot be satisfactorily explained by the same variables.10

This is not surprising. There is little reason to expect that welfare ex-
penditures and natural resource expenditures, for example, can be
explained by the same variables. It is easy to regress more than one
variable on a single set of independent variables once the data have
been collected. However, if satisfactory explanations of variations in
specific expenditures are to be developed, different types of expen-
ditures will have to be given more individual attention than has been
done to date.

Hopefully, when more detailed consideration is given to the differ-
ent types of expenditures, the custom of throwing Fabricant's "troika"
of independent variables into virtually every regression can be stop-
ped. At the time it was done, Fabricant's work was perhaps a step for-
ward. In 1965, using two variables as highly correlated as population
density and the degree of urbanization as independent variables in
the same regression equation borders on the absurd.

10 E.g., Sacks and Harris, op. cit., table IV; p. S3.
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THE TYPE OF ANALYSIS

Whether the objective has been understanding or prediction, it is
extremely difficult to understand the recent emphasis on cross section
analyses.11 For predictive purposes, time series analyses of individual
government units would unquestionably be superior to the cross
section approach in the following sense: expenditure changes for a
particular government unit can virtually always be predicted more
accurately from its own history than from a collection of current re-
lationships holding in government units with very different political
and economic characteristics.

For the case in which the objective is understanding, use of cross
sectional analysis involves the danger that because of substantial
social, economic, and political differences among areas. variables that
are important in particular areas might not appear significant. For
example, it might be that the degree of cooperation needed to permit
a certain percent increase in expenditures varied among States, a
cross section analysis for a particular time period would not neces-
sarily indicate the significance of this variable.

The cross section approach is dangerous in that it will not usually
uncover the dynamic relationships between political and economic
variables that cause State expenditure levels to change. It is assum-
ing altogether too much to say differences in the levels of State and
local expenditures among States can be explained by factors common
to all States.

One argument that could be made in favor of the cross sectional
approach is that it will permit one to see what variables are significant
in many areas. However, the same information can be uncovered by
doing time series analyses of individual areas. Variables that, are
important in many areas will turn out significant in many of the
separate time series studies.

In short, if one must choose between cross sectional and time series
analysis for either prediction or understanding of expenditure deter-
minants, the scales are definitely tipped in favor of the latter.12 How-
ever, one need not make an absolute decision to use one or the other.
In many instances, the researcher may find covariance analysis to be
a satisfactory compromise. The covariance technique is a very power-
ful analytical tool in that with very little in the way of restrictive
assumptions, it permits one to take advantage of time series and cross
secional data simultaneously.13

Probably the most important reason for the paucity of time series
analyses is the alleged lack of relevant time series data.' 4 Admittedly,
it takes hard work to turn up the sort of data needed to understand
the dynamic interactions that determine expenditure levels. And if
one succeeds in dredging up data to explain the expenditure process
for a particular government unit, his findings might be looked down on

"1 Following Fabricant's lead. all of the studies cited earlier use cross section analyses
of the 4S States to explain variations In per capita State and local expenditures.

'" As noted earlier, the cross sectional approach will likely be appropriate in cases where
the objective is to establish "norms" for policy guidelines.

"3A covariance analysis could be formulated to test for differences in slopes and inter-
cept in the regression equations when the data are classified by State or by year. For an
example of a covariance analysis testing for differences in intercept among sets of data.
see John B. Lansing. Jtung-Chao Lin, and Daniel B. Suits, "An Analysis of Interurban
Air Travel," Quarterly Journal of Economics, LXXV (February 1961), pp. 87-95.

11 Cf., Miner, op. cit., p. 41.
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by some because they will not necessarily explain the expenditure
process of all government units. Nevertheless, because the factors
influencing government expenditure decisions probably differ consid-
erably among governments, some detailed, specific time series studies
are needed if in order to learn more about expenditure determinants.

TimI FORMN OF TiHE IIYI'O'I'i IESIS

In all of the studies cited above but one, it was assumed that the
effects of the independent variables were additive. That is, regressions
of the form Y= a + bX, + bX2 , + ... + bX- were fitted, where Y took
the values of the dependent variable and the X's took the values of
the independent variables. Kurnowv argued that such a model is not
realistic because, there are obviously interactions between the inde-
pendent variables. For this reason, he tested a slightly different hypo-
thesis. Instead of assuming the effects to be simply additive, he assumed
Y=aXYciXCca . . . XNcN. According to this hypothesis, the effects of a
change in an independent variable will depend on the values of the
other independent variables as well as on the size of the change.15

The question of which formulation is most appropriate should not
be answered on an a priori basis.'6 Presumably, the best formulation is
the one that best approximates the real world, and this cannot be deter-
minecld without empirical testing. In this respect, it is interesting to note
that Kurnow, when using the same independent variables as had been
done in earlier research, was able to explain more of the interstate vari-
ations in expenditures with his formulation than was explained
by the additive formulation. It should be stressed that these
results do not cinch the case in favor of the Kurnow approach. With
other, and perhaps more realistic, independent variables, it is conceiv-
able that the additive hypothesis will appear superior to Kurnow's.
Ultimately, the issue need not be decided in favor of either approach.
There are many other possible formulations: the important thing at
this point is to keep an open mind on alternative formulations.

CON-CLUSIONS

One purpose of this piece has been to stress that the objectives of an
expenditure study should have an important influence on the research
methods employed. A second purpose has been to suggest several pos-
sible directions for needed research.

In earlier days, I would have cautioned researchers not to think too
]long about the methodology and the objectives of their studies. For in-
deed. it used to be that nothing could kill research progress as effec-
tively as musings over the tvpes of methodological questions raised
here.

But times change. And today, with computers that can rapidly in-
vestigate the relationships between whatever numbers they are fed, we
should have the time to consider carefully what we are doing and how
we intend to do it.

'5 To get this hypothesis into a form that can be tested bv linear regression techniques.
legarIthms are taken: Iog Y=a+c1 log X1+c2 4- . . . +CN log XN. Note that in this
case the regression coefficients are elasticities. i.e., they are estimates of the percent
increase in the dependent variable that will result from a given percent Increase in an
Independent variable.

15 Intuitively, one might favor a formulation that takes account of Interactions among
the independent variables. It should be mentioned that Kurnow's formulation is only one
of many, possible Wavs to allow for interaction effects. And It Is possible that Kurnow s
method for allowing snch effects so distorts the real world situation that It would be pref-
erable to stick with the additive approach until a more realistic Interaction model is
Introduced.
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GOING BROKE ON A $600 BILLION NATIONAL INCOME*

BY L. LASZLO ECKER-RACZU"

You, the executives of America's cities, have experienced firsthand
I have no doubt, the skeptical reactions of your foreign colleagues to
your tales of budgetary plight. How can it be so in this land of afflu-
ence, where so many billions can be spared to help other lands?

The anomalies of this governmental system are not easily made
meaningful to others; possibly not even to ourselves.

How can one explain that a society which is speeding headlong into
urban concentrations can be erecting ever higher social, economic, and
legal barriers between artificially fragmented segments of essentially
single metropolitan communities?

How can one explain that in the oldest and strongest Federal system
the Central Govermuent can enjoy fiscal ease while State and local gov-
ernments plunge from one fiscal crisis into another?

How can one explain a people emotionally committed to fair and
ability-to-pay taxation, reducing Federal income tax rates while State
and local governments are obliged to push regressive consumer taxes
and discriminatory property taxes to increasingly higher levels?

How can one explain the States of a Union constitutionally com-
mitted to economic solidarity and the free flow of interstate commeree
looting one another's businesses and making a political virtue of eco-
nomic chauvinism?

How can one explain a nation morally committed to an equal educa-
tional opportunity for all young people, spending the least on children
needing it the most, and spending the most on those needing it the
least?

How can one explain that the metropolitan areas containing most
of this country's vast wealth contain also the bulk of its poverty and
deprivation?

Indeed, how can one explain the fiscal desperation of America's
"great cities" that symbolize our wealth and strength to all the world at
a time when the national income has increased by more than $180 bil-
lion in 6 short years?

Despite these contradictions, public pressure, political ingenuity,
and economic prosperity have combined to produce an impressive gov-
ernmental performance.

The 42 largest cities, for example, have managed in one decade to
finance an increase in spending for general government purposes from
$4 to $71/2 billion (1954-64). State and local government as a whole
has managed an 8- to 9-percent yearly increase in its spending level
for nearly 20 years.

It is noteworthy, too, that this w-as accomplished without too much
violence to the country's political dogma. You know it well:

*Speech before the U.S. Conference of 'mayors. Dallas, Tex.. June 14. 1906.
**Assistant Director, Advisory Commission on Intergovernmental Relations.
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Leave maximum responsibility for governmental services in the
hands of those close to the people; at the local level if possible, at
the State level if necessary, but not at the Federal level unless it per-
tains to national defense and international affairs.

Much of the unprecedented increase in spending since World AX ar
II has occurred at the local level. These governments still account for
about half, and the States for another quarter, of this country's direct
expenditures for civilian govermnent. State-local expenditures for
general government services now exceeds 80 billion per year and more
than double every 10 years.

The second tenet: Match the responsibility for spending with a re-
sponsibility for taxing so that those who have the pleasure of spending
bear the onus of taxing.

As you have reason to know, this rule, too, continues to be heeded.
State and local governments have financed about 85 cents of each new
dollar of spending from their own resources.

The dogma has a third part: Bridge the gap between State-local
spending needs and revenue resources with Federal financial aid but
use such aid sparingly and only for clearly specified purposes.

The record: Federal aid still provides only about one-seventh of
new State-local revenue needs and is always earmarked for explicitly
prescribed functions.

If local and State performance has been creditable and if the old
articles of faith continue to be heeded, why then is there so nmuch con-
cern? Why are so many troubled? Why is this Federal-State-local sys-
tem preoccupying the professional journals, the weekly publications,
and the daily press? Indeed, why are you taking time in this busy
conference to discuss it?

Those concerned with the financial arrangements of our Federal
system are prompted by different reasons, are stimulated by different
motivations.

For example, local leadership in varying stages of recovery from
the last fiscal crisis girds itself for more crises it knows to be on the
way. Its revenue gaps keep recurring because national prosperity
increases local revenue needs nearly twice as fast as tax collections.

Leadership at all levels is troubled because so many community
needs remain unsatisfied, particularly in the poorer sections of the
country. and the spotlight of the National Administration's "Great
Society'" goals illuminates these deficiencies for all to see.

At the same time, another group, not particularly given to reticence,
frets over increasing National Government involvement in problems
it deems to be the business of the cities, counties, and States. It is dis-
comfited, too, by the changes taking place and by the enlarged dimeen-
sion of the business of government. A $70 billion increase in State
and local spending in 20 years alarms it, despite the fact that during
the same 20 years national income has grown by more than $400
billion.

The management of these expenditures has not been painless. You
who witnessed these developments in your city halls and State legis-
latures have been privy to some traumatic hours experienced by pol iti-
cal leadership overtaken by periodic State and local fiscal crises. The
record of significant tax enactments at local, and especially at State
levels, is liberally strewn with once promising political careers,
abruptly terminated by disgruntled voters.
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People appear to have an irrational aversion to tax increases and
are particularly resentful of those mandated by their local leaders.
Fewr things stir their ire more than a rise in the tax on their homes.
It matters not. that those homes have increased in value and, after
providing the family with shelter for years, can be sold for more than
thev cost.

Yes, the Federal svstem with its emphasis on local responsibility
for governmental services, and with its insistence on local financing,
is experiencing some growing pains. From all indications, moreover,
these pains may become more acute. The forces that produced the
growth in expenditures during the immediate past, reinforced by some
new ones such as the administration's emphasis on improving the
quality of life, will continue to be operative into the foreseeable future,
and the restraints against tax increases show no signs of abating

Whatever their reasons., people in increasing number believe that
the job of government is being done imperfectly; some even say poorly.
They associate their disappointments with this Federal system, and
on occasion even question the capability of the system to serve future
neepds.

These are but different manifestations of the same condition: post-
wvar developments have outstripped the financial arrangements of the
Federal system; they have left them out of joint.

As urbanization continues, more of the fiscal resources drift into
the suburbs while more of its governmental caseload congregates in
the core cities.

As national prosperity continues, progressively more of its revenue
bounty gravitates toward the Federal Treasury, while the govern -
mental responsibilities it generates gravitate toward city halls and
State capitols.

In short, the distribution of needs is the reverse of the deployment
of resources. The resources are here, but in the wrong places.

There need be no doubt about our capability to finance the people's
governmental needs; nor about the practicality of accomplishing it
within the philosophical principles of this Federal system. The per-
formance of the Nation's economv-a $225 billion increase in produc-
tion since 1960-is warrant for the first assertion; the responsiveness
of intergovernmental arrangements to the country's needs since the
earlv 1930's, supports the second.

I submit, ladies and gentlemen, that if political responsibility were
not fractionated amonz governmental levels, the cities would not be
goiniz broke on a $600 billion national income; our 200 million people
would have the benefit of a comparable level of basic governmental
services supported by a comparable level of taxes wherever they
chanced to live. Moreover, with a $7.200 (and rising) median family
income their tax burden would be quite reasonable. The ratio of all
Federal. State, and local taxes to the output of our economy (22 per-
cent of GNP) is as low as at any time during the past decade, except
in the depressed year of 1939.

My purpose in putting it this way is not to deprecate revered politi-
cal arrangements, nor to cast envious eves on centralized govern-
mental systems. It is rather to identify our institutional differences as
a basis for emphasizing the need to deploy political power more
effectively.
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If the economist is right and the obstacles to the adequate financing
of peoples' needs are political, not economic, how do we get at them ?

First, we need to recognize that the increased mobility, urbaniza-
tion, and social consciousness of the population has deprived some
people-oriented (as distinguished from property- or business-oriented)
governmental services of their exclusively local coloration.

The boundaries of governmental service areas need to be enlarged
all up the line: from central cities and suburbs to urban and metro-
politan areas, from rural and urban areas to the States; and from the
States to the Nation.

Artificially fractionated political boundaries need not be allowed
to jeopardize critically important public objectives. The undertaking
to improve the quailty of life for all people and to provide their
children with adequate educational opportunities has long ceased to
be only a private family aspiration; it is now a community obliga-
tion essential to natonal progress at home and national influence
abroad.

The second prerequisite follows from the first-a corresponding ex-
pansion in the areas of financial support, from artificially created
local enclaves to metropolitan areas. to States, and to the Nation. No-
where is this need more evident than in the large urban aggregaotions
where misplaced loyalty to the concept of "home rule" is taken for
license to spawn mutually exclusive islands of wealth and poverty
and to aggravate social and economic disparities.

Third, increased State and Federal financial participation will need
to be accompanied by a more earnest local and State fiscal effort.

There is no need to delay you with the specifics of what needs doing.
They are detailed and documented in the State Legislative Program
and supporting reports of the Advisory Commission on Intergovern-
mental Relations. -Many of them are articulated in your own confer-
ence resolutions.

Fourth. States will need to raise their protective umbrella to shelter
the fiscal freedom of local jurisdictions, and the Federal Government,
in turn, will need to shield both State and local governments.

As large regions and the 50 States develop into a single interde-
pendent industrial and commercial market, local and State govern-
ments grow increasingly more vulnerable to destructive and self-
defeating tax competition. Admittedly, the influence of tax considera-
tions on the location decisions of business is grossly overstated. How-
ever, its impact on State and local taxation is not. Fear of losing busi-
ness to another jurisdiction haunts the mind and stills the pen of the
State and local lawmaker, and special pleaders have developed the
skill of exploiting this fear to a high art.

If, for example, ant the local level there is need to improve property
tax administration-and all agree that there is-local jurisdictions
that canmot be expected to go it alone. States will need to prescribe
it, enforce it. and assist in it.

If there is need for consolidation and amalgamation into larger
local government areas-as there clearly is-the State (and the Fed-
eral Government) can encourage it in va'rious ways, especially with the
leverage afforded by its programs of financial aid.

If, at the State level the need is for more effective income taxation-
and I submit that it is-the Congress can stimulate it by giving Fed-
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eral taxpayers a more generous writeoff for income taxes paid to
States, or conceivably make it a condition of general-purpose financial
aid.

L~astly, there is need for a better public understanding of the role
of Government in the American way of life. The people's, particu-
larlv prosperous young people's antipathy to taxes, all too frequently
encouraged by those eager for electoral support, is detrimental to tlhe
contribution Govermnent can and does make to productivity and
public well-being.

Can there really be any doubt that the $20 billion devoted to local
public schools in 1964 were at least as productive as the $20 billion
spent on liquor and tobacco? That the $6 billion expended that year on
all public welfare programs were at least as useful as the $7 billion
dispensed for toilet articles, preparations, and beauty aids? Or that
the $2.4 billion expended on police protection were just as essential as
the similar amount spent on jewelry and watches? Clearly people's
perspective on the comparative value of its private and public dollars
iuves sv)etIlI I1t" --g LLf UV re

You may have noted a common denominator in mv five-item
agenda-an increasing degree of intergovernmental involvement.

Its realization will require central cities and suburbs to make com-
mon cause to provide a, more uniform level of services financed from
their collective resources.

It. will require urban and rural areas to make common cause to
strengthen the States so that they may make better use of their re-
souirces to improve their effectiveness.

The States, in turn, will need to make common cause with one
another to speed a better realinement of the Federal-State division of
fiscal responsibilities and the deployment of a larger share of national
resources to State and local programs.

This will not come easily. The concept of decentralization is deeply
rooted in American mores. On the other hand, however. the record
abounds in demonstrations of the kind of inventive genius the Con-
stiution was designed to foster.

WVIho would have foreseen in 1930 when "taxation for revenue only"
was the gospel. that by the middle of that decade the party in power
would be battling for progoressive taxation to redistribute wealth?

Few would have predicted in 1940 that by 1946 it would become
congressional policy to utilize the National Government's total re-
sources to avoid unemployment.

Indeed, who would have wagered in 1960 that 4 years later, with
a deficit budget, the Conuress'would be making sharp tax rate cuts
in the confident expectation that the resulting economic stimulation
vwould more than compensate for the revenue loss: that indeed, it was
the only realistic path to a balanced budget.

Yes, America's political institutions and its supporting theories can
renew themnselves. As we anproach the 1970's, the question on manv
minds is whether that institution's flexibility will stretch to enable
the Federal Government to devote more of its revenue largesse to the
people-oriented services still so heavily dependent on limited local
and State resources.

The problems of the Federal-State-local system rarely command
sustained ton policy attention because the Government bureaucracies
as well as private interest groups are function oriented. Such problems
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are thought to be proper grist for the mills of study groups and task
forces.

The Federal Government is organized and operates along functional
lines. The executive branch departments are so organized, the con-
gressional committees are so organized, and the public contacts of both
are with groups and individuals concerned with specific functional
programs. Witnesses at congressional hearini gs are spokesmen for the
farmer, the aged, the schools, the defense industries; not for Govern-
ment, not for the Federal system.

At the State level the same functional specialization prevails, and
those who speak for government and might be making common cause,
dissipate their political leverage on core city versus suburb issues, on
rural versus urban, on city versus county issues.

Ladies and gentlemen, the burden of my message is simply put. The
fiscal problems of local governments, just as those of the States, are
political and institutional, not economic. This country's creativeness
and productivity is more than equal to the President's and your as-
pirations for our fellow Americans. There need be no doubt on that
score. If some still lingers, only political leadership can dispel it.

If the economist is obliged to abdicate to the practitioner of politics,
what better forum than the U.S. Conference of Mayors? Your cities
contain half of the coluntry's population. You personify American
political strength. We have it on the authority of that master of the
art of politics, the President of the United States, that "the cities of all
the States have become more and more an active force in Washington."

Deploy some of that political power not only in Washington, but in
State capitals as well, to help focus to level policy attention on bring-
ing this Federal-State-local system into better harmony with the last
third of the 20th century. As you succeed, those who will follow in your
footsteps will find their opportunities for serving their people meas-
urably enlarged.

Your time is now. When Vietnam is behind us-hopefully quite
soon-and the Federal Treasury is once again embarrassed by overly
large revenue dividends generated by an expanding economy, the sur-
pluses are likely to be preempted by those with the best prepared and
politically most compelling claims. They should be your claims, not
for more bits and pieces of special purpose grants, but for whatever
it takes to make State and local Government a creative force in this
Federal system.
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FEDERAL: SURPLUSES? WHEN? HOW MUCH?
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PRIMING THE PROJECTION MACHINERY: CRITICAL
ASSUMPTIONS*

PREPARED FOR THE SUBCOMITrrTEE ON ECONOMIC PROGRESS, JOINT
Ecowowuc COMMIrrEE

As has been pointed out, the estimates presented in this study are
projections, not forecasts. The mechanism of the projection consists of
a series of past relationships between various economic variables, to-
gether with observable long-term trends. To start up this machinery,
one must first prime it with a set of assumptions that appear reasonable
and realistic in view of the uses to which the resulting estimates are to
be put in the later analysis. In the present case, the machinery was
primed by starting off with the following basic assumptions:

(1) The war in Vietnam was assumed to terminate by the end of
1967, or at least cool down enough to allow some reductions in the size
of the Armed Forces and the rate of expenditures thereafter.

(2) Two alternative sets of estimates or models are presented in the
projections-the A set assumes that the rate of unemployment will
average 3 percent of the civilian labor force; the B set is based on a
4-percent rate of unemployment.

(3) Different patterns were assumed for increases in gross national
product per man-hour for the two models that were set up. For the A
model, output per man-hour in the private sector was assumed to aver-
age 3.1 percent per year between 1966 and 1970, and 3.5 percent from
1970 to 1975; for the B model, the average annual gain wvas assumed to
be about 3 percent per year throughout the period from now until
1975.

(4) Projections of the total labor force conform to the latest esti-
mates of the Bureau of Labor Statistics, Department of Labor, sum-
mary of which is provided in the next section of this report.

(5) For both sets of projections, the Armed Forces were assumed
to average 2.7 million in 1970-about equal to the 1965 average-and
2.6 million in 1975.

(6) In both sets of projections, it was assumed that the average
weekly hours would decline by one-half hour between 1967 and 1970,
and an additional reduction of one-half hour between 1970 and 1975-
these reductions being roughly comparable to these experienced in the
decade of the 1920's when the economy was operating at high employ-
ment rates and enjoying rapid growth without inflation.

(7) Overall prices (as measured by the GNP deflator) for the A
set were assumed to grow at an annual rate of 2 percent per year; for
the B set, the price rise was assumed to be 1.5 percent per year, con-
forming to the experience of the period from 1959 to early 1965.

* Reprinted from U.S. Economic Growth to 1975: Potentials and Problems,
study prepared for the Subcommittee on Economic Progress of the Joint Economic
Committee, Washington, 1966, excerpts pp. 8-16, 39-42,48-49, 52-55, 60.
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(8) Wage rates in both public and private employment were assumed
to rise by the average annual gain in output per man-hour in the pri-
vate economy, plus an allowance for the annual gain in consumer prices.
This assumption insured that through the period of the projection the
relative income shares of the GNP would be maintained at the frac-
tions experienced at the beginning of the period.

(9) To produce a balanced model, it was necessary at a later stage
in the construction of the projections to make assumptions about the
rate of personal saving to disposable personal income. For the A set
of projections, the assumption was 5 percent, for the B set, 5.5 percent.

It is worthy of note, in connection with these assumptions, that
modest variations could be made without serious impact on the models
that are projected in this study; but major changes in the assumptions
would undoubtedly have important effects both on the magnitudes
developed in the projection and on the analysis of their implications
for policy. Specifically, should defense requirements-particularly for
the Vietnamese war-mount substantially beyond what has been as-
suined and continue along-more than perhaps a year-beyond the
termination assumed for the model, we would eventually need to
reconsider the implications of this factor for the model.

The assumed changes in overall prices (GNP deflator) were chosen
somewhat arbitrarily as being reasonable standards of achievement
under the assumptions of 3 and 4 percent unemployment in the two
sets of estimates. It is quite possible to arrive at other estimates ac-
cording to what one assumes to be good or poor performance in
maximum employment.

It should be stressed that the assumed rates of changes in the GNP
deflator and in wage rates are meant to represent effectively stable
prices after allowance is made for the particular way in which prices
and wages are handled in the national income accounts. The assump-
tions made above are roughly consistent with a stable wholesale price
index, but with rises in other nongoods prices to reflect two factors:
First, the indexes treat changes in Government wage rates as a change
in the price of Government services. Hence, if as in this model, it is
assumed that Goveriunent wage rates move up in step with private
wage rates, then the index will show a rise in the price of Government
services, there being no allowance for changes in productivity in this
particular case. Second, the model assumes that overall shares in
national income between wages and salaries, on the one hand, and
other income shares, on the other, are constant. To insure this, it is
necessary to make allowances in wage rates for the impact of rising
service prices. If, alternatively, the imodel had assumed that all prices
would be completely stable, that is, the GNP deflators were constant
over the next 10 years, then the parallel assumption for wages would
be to keep them precisely in line with changes in productivity.

The reader is warned, too, concerning the basis for the assumptions
about rates of personal saving. The average personal saving rate for
the vears 1961-65 was 5.5 percent, the rate used for the B projections.
This seemed reasonable in view of the fact that this B set assumes a
4-percent unemployment rate. The lower saving rate used for the A
set of projections was chosen because more of the emploved labor force
would be in the low-income group at a 3-percent rate of unem-
ployment than would be the case were the unemployment rate to aver-
age 4 percent. It is a familiar phenomenon that low-income families
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generally save less as a proportion to their income than those in higher
income classes. The increase in the proportion of the lower income
group in the total labor force would naturally tend to reduce the
actual saving rate.

One final waiming to the reader: These projections do not present
a detailed analysis of the financial side of the model. In particular,
there is no explicit analysis of the relationship between the growth of
the money supply and the performance of the economy under the
assumptions of these two sets of projections. It was not necessary
for the purposes here to specify an exact annual rate of increase in the
money supply, however defined, nor to make a detailed analysis of the
financial side of markets. In any case, this would have been beyond the
resources available for the study. However, it must be clear that the
model does assume that the Federal Reserve on the average will take
steps to make possibe whatever increase in the money supply proves
by experience to be consistent with the growth in the economy and
the assumed price levels.

HOW iMUCH CAN WATE PRODUCE: POTENTIAL SUPPLY

Although there are a number of ways of answering the question as
to how much our economy can produce, one of the simplest ways of
analyzing the problems of estimating the potential supply of GNP
is: Estimate the total number of people working, the total number of
hours worked, and the average output per man-hour-the total output
being the product of these three numbers.

Projections of the total labor force used in this study conform with
the latest estimates of the Department of Labor; Growing, from about
80 million in 1966 to 86.4 million in 1970 and to 93.6 million in 1975
for the A set of estimates; and growing to 86 million in 1970 and 93.6
million in 1975 for the B set of estimates. These estimates imply an
average annual rate of increase of about 1.S percent over the coming
decade, compared to the actual rate of 1.3 percent experienced from
1948 to 1964. This increased rate of growth in the total labor force
reflects standard Bureau of the Census projections of the population
(all of the population in the labor force in 1975 has already been born),
and historical rates of participation of the total population in the labor
force-the latter adjustment making allowances for, the aged, the
infirm, full-time students, housewives, and others not available for
employment. Changes in the Armed Forces over the period are given
in the assumptions in the previous section, as well as the rates of un-
employment for the two sets, A and B. Labor force participation rates
as a percentage of the population 14 years of age and over work out to
57.6 percent in 1970 and 57.5 percent in 1975 under assumption A, and
57.3 percent in 1970 and 57.5 percent under assumption B. Puttin
these figures together, we develop the estimates of labor force and
employment given in table 1. Chart I pictures the movements in the
total population and labor force, 1929475. It will be noted that total
employment rises somewhat more under the A assumption than under
the B, rising from 74.9 million (including the Armed Forces) in 1965
to 90.9 million under the A assumption and to 90 million under the B
assumption.

80-491-67-vol. III-15
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TABLE 1.-Derivation of estimates of employment, 1965-76

Total labor force Civilian labor force Rate of unemploy- Civilian employ-
Armed ment ment

Year _I Forces -

A B A B A B A B

Mthon8 Miltrt Mfilions Milions Milions Percent Percent Milliow Millions
1965 . 78.4 78.4 2.7 75.6 75.6 4.6 4.6 72.2 72.2
1966 80.0 80.0 3.1 76.9 76.9 3.8 3.8 74.0 74.0
1967 81.6 81.5 3.1 78. 5 78.4 3.8 4. 0 75.5 75.3
1968 83.2 83.0 2.7 80.5 80.3 3.5 4.0 77.7 77.1
1969 * 84.8 84.6 2. 7 82.1 81.8 3. 2 4.0 79.5 78.5
1970 ---- 86.4 86.0 2.7 83. 7 83.3 3.0 4. 0 81.2 80.0
1971 -- 87.9 87.5 2. 7 85.2 84.8 3.0 4.0 82.6 81.4
1972 ---- 89.4 89.1 2. 7 86.7 86.4 3. 0 4.0 84.1 82.9
1973 90.8 90.6 2.6 88.2 88.0 3.0 4. 0 85.6 84.8
1974 92.2 92.1 2.6 89.6 89.5 3.0 4.0 86.9 85.9
1975 - 93.6 93.6 2.6 91.0 91.0 3.0 4.0 88.3 87.4

Source: U.S. Departments of Labor and Commerce; and staff, Joint Economic Committee.
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CHART I.-GROWTH IN POPULATION AND L8OR BFOBCE, 1929-5, ANm PROJwcmTON8
FOB 1970 AND 1975
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In the previous section, we have already indicated that we assume
decline in average weekly hours by one-half hour between 1967 and
1970, and an additional one-half hour between 1970 and 1975. We
also indicated assumptions about the increased output per man-hour.
Chart II illustrates comparative movements in employment and output
per man-hour. Putting these figures together in table 2 in index num-
fer form (1965 = 100), we obtain an increase in real GNP of 56.4 per-
cent by 1975 under the A set of estimates, and at 50.7 percent under the
B set. Translated into billions of 1958 dollars, this is a rise from $614
billion in 1965 to $960 billion in 1975 under the A assumption, and to
$925 billion under the B set of estimates.

If we translated these constant dollar figures into current dollars
using the assumption about the implicit price deflator given in the
previous section, the GNP rises from $681 billion in 1965 to $1,310
billion in 1975 under the A set and to $1,205 billion under the B set.
(See table 3.) It is interesting that the economy will move into the
trillion dollar category around 1971 in the A model, and around 1972,
a year later, in the B model.

It may be useful to look at the two models in historical perspective
as illustrated in chart III. Both sets of estimates rise broadly in line
with the trend of recent high employment years but somewhat above
the long-term rate. The estimates indicate a potential for economic
growth at a rate of 4 percent per year under the B model and 4½/I
percent per year under the A model over the decade, compared to
about 3 percent over the last 60 years or more, and 3.5 percent over
the 17 years from 1948 to 1965.1 As will be seen in later analysis,
these rates of expansion will not come automatically but will require
some adjustment of public and private policies from time to time.

1 Average annual rate of growth based on a logarithmic regression.
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CHART II.-EMPLOYMENT AND PRODUCTIVITY, 1929-69, AND PROJECTIONS FOR 1970
AND 1975
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CHART III.-GROWTH IN REAL GRoSS NATIONAL PRODUOT, 1929-65, AND
PROJECTIONS FOR 19,70 AND 1975
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TABLE 2.-Estimates of potential supply of gross national product, 1966-75

ASSUMPTION A

[Index 1965=100]

Total Hours Total Real ONP I Real ONP I
employ- worked man-hours per man- Real ONP I (billions of

ment per week hour 1958 dollars)

1965 (actual) 100. 0 100. 0 100.0 100. 0 100.0 614
1966 (estimate)-- 102.9 100.0 102.9 102.5 105.5 648
1967 - ---- 104.9 100.0 104.9 105.1 110.3 677
1968 - ----- 07.3 99.6 106.9 107.7 115.1 707
1969 -109.7 99.2 108.8 110.7 120.4 739
1970 -112.0 98.7 110.5 113.5 125.4 770
1971 -113.9 98. 4 112. 1 117.2 131. 4 807
1972 -115.9 98. 1 113.7 120.8 137.3 843
1973 -117.8 97.8 115.2 124.6 143.5 881
1974 -119.5 97.6 116.6 128.6 150.0 921
1975 -121.4 97.4 118.2 132.3 156.4 960

ASSUMPTION B

1965 (actual) 100.0 100.0 100.0 100.0 100.0 614
1966 (estimate) --- 102.9 100.0 102.9 102.5 105. 5 648
1967 -104.7 100. 0 104.7 104.9 109.8 674
198 -106.5 99.6 106.1 107.6 114.2 701
1969 -108.4 99.2 107.5 110.6 118.9 730
1970 -110.4 98.7 109.0 113.6 123.8 760
1971 -112.3 98.4 110.5 116.3 128.5 789
1972 -114.3 98.1 112.1 119.3 133.7 821
1973 116.3 97.8 113.7 122.2 138.9 853
1974 118.2 97.6 115.4 125.3 144.6 888
1975 -120.2 97.4 117.1 128.7 150.7 925

1 Assumes a 4.5-percent annual rate of growth for real GNP 1966-75 for assumption A, and 4 percent for
assumption B.

Source: Staff of the Joint Economic Committee; and Office of Business Economics, Department of
Commerce.

TABLE 3.-Gross national product projections, 1967-75

Assumption A Assumption B

GNP(bilons Implicit GNP(billions GNP(billions Implicit ONP(billions
of 1958 ONP price of current of 1958 GNP price of current

dollars) ' (1958=100) 2 dollars) dollars) 3 (1958=100) * dollars)

1965 (actual) 614 110.9 681 614 110.9 681
1966 (estimate) -- 648 114.0 739 648 114.0 739
1967 -677 116.3 787 674 115.7 780
1968 -707 118.6 839 701 117.4 823
1969 -739 121.0 894 730 119.2 870
1970 -770 123.4 950 760 121.0 920
1971 -807 125.9 1,016 789 122.8 969
1972 -843 128.4 1,082 S21 124.6 1,022
1973 -881 131.0 1.154 853 126.5 1,080
1974 - 921 133.6 1,230 888 128.4 1,140
197-5 960 136.3 1,310 925 130.3 1,205

I Assumes a 4.5-percent annual rate of growth for real GNP, 1966-75.
2 Assumes 2.0-percent annual increase for ONP implicit price, 1966-75.
3 Assumes a 4.0-percent annual rate of growth for real GNP, 1966-75.4

Assumes a 1.5-percent annual increase for ONP implicit price, 1966-75.

Source: Staff of the Joint Economic Committee; and Office of Business Economics, Department of
Commerce.

* * * * * * *

ALTERNATE TAX AND FISCAL PoLicEs

On account of the overall progressive tax structure, Federal revenues
in the coming decade are likely to be rising faster than the GNP.
A staff memorandum to the committee in 1961 analyzed in detail the
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relationship between Federal receipts and expenditures on the one
hand, and the business cycle and economic growth on the other.2 That
study indicated that Federal tax receipts fluctuated much more vio-
lently than national income or GNP, reflecting the fact that the
marginal rate of tax on changes in incomes or profits is substantially
larger than the average rate. After all, tax rate structures are progres-
sive and some incomes are not taxable. It appears that, in general,
as the economy grows along the full employment or potential trend,
Federal revenues rise by about one-fourth of the year-to-year rise in
potential GNP in current prices. On the other hand, the average share
of Federal revenues in the cyclical departures of the actual GNP from
the full employment or potential trend has been over one-third, or
about 36 percent in the period 1954-61.

According to several recent studies, such revenues are also likely
to be rising more rapidly than the "normal" or trend increase in Fed-
eral expenditures.3 However, the recent acceleration of military costs
occasioned by events in Vietnam has resulted in an acceleration in
Federal spending which, at least temporarily, eliminates the potential
Federal surpluses envisioned in these earlier studies. In the period
after Vietnam, when improvements in the international environment
permit the reduction of U.S. military outlays, the Nation faces large
and growing high employment budget surpluses, actions would need
to be considered to reduce the overall effective Federal tax rate as
necessary (or to increase expenditures further).

The major problem involved here would be to identify initial poli-
cies which would be sufficiently prompt and effective to prevent serious
unemployment and excess industrial capacity from developing. Such
negative influences, if unchecked, could accelerate into a major
recession.

In such "contingency" planning, the balance struck between tax
reduction and increased Government spending would be influenced
by the inferences as to the relative importance to be accorded to the
private sector versus the public sector-to private demand for such
goods and services as food, clothing, housing, and recreation, as against
public demand for roads, space explorations, public health, and social
services.4

At the present time, the type of fiscal policy decisions that face
economic policymakers appear to be quite conventional, involving
restraint on civilian expenditures and otherwise dampening any latent
inflationary pressures resulting from the military buildup. Assuming
successful resolution of the Vietnam situation in the near future, the
type of longer run fiscal policy decisions that would be facing the
Nation appear to be more pleasant ones. These may involve pri-
marily choices among alternative methods of tax reform and reduc-
tion. Tax reductions, under those conditions of stable or declining
defense spending, could both assist in achieving a maximum employ-
ment economy and also be possible because of a rapidly rising level of
GNP.

21961 Joint Economic Report, H. Rept. 32S, 87th Cong., first sess., pp. 119-1.25.
a Cf. Joseph, A. Pechman. "Financing State and Local Government," in American Bankers

Association, Proceedings of a Symposium on Federal Taxation, 1965, pp. 71-84; Selma J.
Mushkin and Robert F. Adams, 'Emerging Patterns of Federalism," National Tax Journal,
September 1966, pp. 225-247.

' Cf., U.S. Congress, Joint Economic Committee, "Twentieth Anniversary of the Em-
ployment Act of 1946: An Economic Symposium, Invited Comments on Directions for the
Future," 1966, pp. 188-189.
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At the margin, of course, the choice may be somewhat more difficult.
involving balancing the desirability of providing additional Govern-
ment services against the benefits of a larger private sector of the
economy. Table 15 indicates some of the possible alternative methods
of tax reduction. Possible expenditure increases are dealt with
subsequently.

Table 13 also lists a few of the many factors that would need to be
taken into account in selecting among possible tax changes. In good
measure, the evaluation may be a question as to which are the domi-
nant purposes of the tax action. Clearly, an increase in personal
exemptions-which benefit the lower brackets more than proportion-
ately-would tend to act as an income equalizer by reducing after-tax
income inequality; a reduction in estate and gift taxes-which are
borne primarily by the highest income groups-would have the reverse
effect.

In contrast, a choice between excise reductions and cuts in the
corporate income tax would involve judgments as to the extent that
either of these taxes are shifted and of the ultimate incidence, techni-
cal questions which are still being debated in the public finance litera-
ture. An example of a more widely controversial question would be the
relative emphasis on low-bracket individual income tax reductions
versus high bracket and corporate tax reductions in an effort to in-
crease the level of national output. Some contend that increasing the
investment funds available to the high-saving individuals and corpo-
rations would be more effective in fostering economic growth; others,
of course, contend that bolstering the purchasing power of consumers,
particularly those in the low-income groups who spend virtually all
of their available income, would provide the needed demand to gen-
erate rising employment and economic growth. This may also repre-
sent the type of issue that is never completely settled, but is continually
present in determining the proper degree of emphasis between one or
another at any given point in time.

TABLE 15.-Choices among alternative tax policies

POSSIBLE TAX CHANGES SOME FACTORS TO BE CONSIDERED

Across-the-board changes in rates Effects on equity among taxpayers
Corporate taxes: Effects on income distribution

Depreciation practices Effects on GNP growth rate
Investment credits Effects on allocation between consump-
Basic rates tion and investment

Individual taxes: Effect on built-in stabilizers
Emphasizing upper brackets Effect on relative emphasis between
Emphasizing lower brackets saving and investment
Exemptions
Deductions
Capital gains treatment
Pension trusts

Excises:
General
Selective

Estate and gift taxes
User charges

1451
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THE CHANGING COMPOSITION OF FEDERAL EXPENDITURES
This report, as do most others dealing with future trends in the

American economy, shows very substantial increases in civilian Gov-
ernment expenditures, if past trends continue into the future. On
the other hand, projections of defense spending are notoriously
unreliable. Should the current rise in military outlays continue
longer than anticipated, or accelerate, decisions would be necessary
as to whether these additional requirements should be at the expense
of foregoing some tax reduction or some projected civilian government
expenditure increases.

Under the assumptions underlying this report, very substantial in-
creases are projected in civilian government spending programs.
Numerous program choices are involved in these projected levels of
government spending. The recent introduction of a planning-pro-
graming-budgeting system in the Federal Government is highlight-
ing the types of choices that can be made, but hardly simplifies the
process of allocating public resources among numerous competing ends.

Table 16 is an attempt to illustrate, in perhaps the simplest form,
how proposed new or expanded Federal expenditure programs can be
related to the broad and basic functions of purposes of government.'

TABLE 16.-Sonme possible Federal expenditure increases

Possible increases Defense Welfare Economic
development

Second Panama Canal -Primary - - Secondary.Supersonic transport -Secondary - - Primary.
Social security liberalization - -Primary
Planetary exploration Primary
Operational dsalin~izationDo.
Universal veterans' pensions -- -------------------- ::::PrimaryLarge-scale rural development program Secondary Do.Many others

The most general level of choice might be of the nature of selecting
among (1) developing a supersonic commercial transport aircraft,
(2) proceeding with an operational brackish and salt water desaliniza-
tion effort, or (3) embarking upon a large-scale rural development
program, all aimed at promoting the economic development of the
United States. So viewed, these-and other similar programs-are
alternatives for each other in attaining a major national objective.
Likewise, liberalizing the benefit paid under the social security pro-
gram and establishing universal pensions for all veterans over 65 are
alternate means of providing supplementary incomes to the Nation's
elderly population. The present emphasis in the executive branch's
planning-programing-budgeting system appears to be on the specific
program or department level. However, the eventual application of
the choice-among-alternatives approach may alter considerably the
overall program emphasis in the Federal budget, by indicating the
relative advantages (in such terms of high ratios of benefits to costs)
of one category of Government program over another.

* e * * * * *

',For an attempt at implementing this approach, see 3M. L. Weldenbaum, "Which
Resources for What Goals: Another Look at the Budget," Challenge, July 1964.
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AN ILLUSTRATION OF THE PROCESS OF ADJUSTING
POLICIES TO PRODUCE BALANCED ECONOMIC GROWTH

So far we have projected the past into the future, noted the im-
balances that seemed to occur as a result, and reviewed the policy
choices that may face public and private policymakers in the years
ahead.

However decisions are made to produce a better equilibrium than
would occur from merely letting the economy continue into the future
as in the past, one thing is made clear, we hope, by this point. The
adjustment process will involve many complicated reactions of the
economy to any changes in policy that are made. Furthermore, a
wide variety of choices are available as to the shifts in policy that can
be made. Merely to illustrate the complexities involved and to show
how maximum employment, rapid growth, and stable prices could be
achieved, the staff, in cooperation with the Office of Business Eco-
nomics, sets forth in the accompanying tables and charts a full
employment growth model achieved by adjusting essentially public
policies. This stage 2 or illustrative model is purely arbitrary. The
large Federal surplus generated in the stage 1 projection of the
past into the future was apportioned so that in 1970 there would
still remain a Federal surplus equal to about one-half of 1 percent
of the GNP in that year, and rising to about 1 percent of the GNP
in 1975.

The remaining surplus was then distributed so that one-third
would go for personal tax cuts and the remaining two-thirds would
be increases in Federal expenditures, mostly in the form of transfers
and grants-in-aid to State and local governments.

This remaining two-thirds was then allocated by functions on the
basis of order of priorities. For example, 30 percent was allocated
for aid to elementary and secondary education in addition to the
amount implied in the grants-in-aid used in model I; 25 percent went
for additional aid for urban renewal and community facilities. Table
24 shows the allocations used by major functions. The amounts by
functions were then distributed by type of Federal expenditures-
purchases of goods and services, transfer payments, and grants-in-aid
to State and local governments-roughly on the basis of trends shown
for the period 1962-65. (See Survey of Current Business, July 1966.)

The resulting aggregate of grants-in-aid to State and local govern-
ments was then assumed to be reflected in additional purchases of
goods and services by State and local governments.

The additional transfer payments yielded an adjusted personal
income from that of model I; and together with the cut in personal
taxes, a new estimate of disposable personal income was derived.
Federal purchases were increased by the amount derived from the
procedure explained above.

With these modified projections, a new set of estimates for the
components of GNP and income were derived using the relationships
applied in model I, but maintaining the levels of GNP and national
income. Many of the components of GNP and national income were,
of course, modified as a result of the injection of the additional Fed-
eral expenditures and the personal tax cuts.

In particular, projections of real nonresidential fixed investment
derived in model I, which were exceptionally high in relation to real
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GNP, were reduced so that their ratio to real GNP would conform
with the long-term downward tendency of this ratio since 1929.

The reworking of the new estimates through the accounts yielded
projections of personal consumption expenditures which were of
an order of magnitude consistent with extrapolations of past rela-
tionships; personal saving rates turned out to be close to those assumed
in model I and corporate profits were consistent with the new rates
of investment. This illustrative projection is presented in tables 19
through 28 in the same detail as the original stage 1 projections
which carried the past into the future unaltered. To make the out-
comes a little easier to see, we have prepared charts IV through VIII
which illustrate the developments from 1929 through 1965, together
with projections for 1970 and 1975.

* e * * * * *

TABLE 21.-Government receipts and expenditures, adjusted to illustrate an equilibrium
full-employment position

[In billions of dollars]

FEDERAL GOVERNMENT

Receipts --

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals -- --
Contributions for social insurance

Expenditures ---------

Purchases of goods and services

Transfer payments

To persons --------------------------------
To foreigners (net)

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of Government enter-

prises

Surplus or deficit (-), national income and
product accounts ---------

STATE AND LOCAL GOVERNMENT

Receipts ---------

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals -
Contributions for social insurance
Federal grants-in-aid

Expenditures ----

Purchases of goods and services
Transfer payments to persons
Net interest paid ---------
Less: Current surplus of government enterprises ---

Surplus or deficit (-), national income and
product accounts

Projection A Projection B

1965
1970 1975 1970 1975

124. 9 181. 7 260.7 175.1 237. 4

54.2 80.2 121.2 77.3 111. 0
29.1 41.1 55.8 38.7 47.3
16.8 17.7 24.1 17.2 22.2
24.8 42.7 59.6 41.9 56. 9

123. 4 177. 9 250.3 170.9 224.4

66.8 80.9 99.3 78.5 93.1

32.4 55.8 81.4 54.6 75.4

30.3 53.4 78.8 52.2 72.8
2.2 2.4 2.6 2.4 2.6

11.2 25.1 51.4 21.7 37.7
8.7 11.1 12.6 11.1 12.6

4.2 5.0 5.6 5.0 5.6

1.6 3.8 10.4 4.2 13.0

75.3 122. 0 193.8 115.2 168. 6

11.8 21.1 36.9 20.0 32.3
2.0 3.0 4.1 2.8 3.5

45.8 66.0 91.7 64.2 86.0
4.5 6.8 9.7 6.5 9.1

11.2 25.1 51.4 21.7 37.7

73.7 122.0 188.6 116.4 168.2

69. 4 116.9 182. 7 111.3 162.4
6.9 8.7 10.5 8.7 10.5
.6 .6 .6 .6 .6

3.2 4.2 5.2 4.2 5.2

1. 6 0 5.2 -1.2 .3

Source: Department of Commerce, Office of Business Economics, and staff, Joint Economic Committee.
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TABLE 22.-Contributions for social insurance and government transfers to persons

CONTRIBUTIONS FOR SOCIAL INSURANCE

In billions of dollars]

Projection A I Projection B
A ctual, -_ _ _ _ _ _ _ _ I __ _ _ _ _ _ _

1965
1970 1975 1970 1975

Old-age and survivors insurance-17.4 33.2 47.3 32.6 4& 0

Employer contributions---2 15.7 22.5 1&55 21.5

Private ---- 7.2 14.3 20.6 14.1 19 6
Government -1.1l 1.4 1.9 1.4 1.9

Employee contributions-8.2 15.7 22.5 15.5 21.5
Self-employed persons contributions -1.0 1. 8 2. 3 1.6 2.0

Unemployment insurance-3.8 5.1 6.8 5.0 6.5
Other- S.0 11.2 15.2 10.8 14.5

Total ---------------- 29.21 49.5 | 69.3 48.4 66.0

GOVERNMENT TRANSFER PAYMENTS TO PERSONS, ADJUSTED TO ILLUSTRATE
AN EQUILIBRIUM FULL EMPLOYMENT POSITION

Old-age and survivors insurance-18.1 31.4 42. 7 31.4 42.7
Unemployment insurance-2.3 2. 7 3.3 3. 7 4.4
Other -16.8 28.0 43.3 25.8 36.2

Total -------------------- 37.1 62.1 89.3 60.9 83.3

Source: Department of Commerce, Office of Business Economics. and staff, Joint Economic Committee.

TABLE 23.-Projected Federal budget surplus (national income accounts basis) for
1970 and 1975 and an illustration of a possible allocation

[In billions of dollars]

Projection A Projection B X

1970 1975 1970 1975

Projected surplus under existing tax legislation and
Federal programs and other economic assumptions- 17.6 54. 2 15.3 43.8

Illustrative allocation of surplus:
1. Amount remaining as surplus in Federal budget 4.8 13.1 4.6 12.0
2. Reductions in personal income taxes 2 -4.3 13.7 3. 6 10. 6
3. Increases in Federal purchases, transfers, and

grants-in-aid to State and local governments 3__ 8.5 27.4 7.1 21.2.

X Assuming Yi of 1 percent of GNP in 1970; 1 percent of GNP in 1975.
2 Assuming )J of projected Federal surplus allocated in reduced personal taxes.
3 See table 24 for Federal surplus allocated by functions and expenditure type.

Source: Staff, Joint Economic Committee.
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TABLE 24.-federal surplus allocated by f anction and expenditure type '-An illustration

Amount of Federal surplus to be
allocated

Elementary, secondary, and
higher education --------

Urban renewal and community
facilities

Health and hospitals
Labor (training, etc.) --- -
Natural resources, including

recreation
Veterans-education, hospitals,

etc .

Total -------------------

Addendum:
Government compensation ---

Federal -
State and local

I I

Percent
allo-

cated
(illus-

trative)
(2)

Assumption A (in billions of dollars)

1970

Pur- Trans-
chases fer pay-

Total of goods mentsG0
and and net it

services interest
paid

I 8.501- I-

1975

Assumption B (in billions of dollars)

1970 1975
- I l I -

rants-
i-aid

Total

Pur-
chases

of goods
and

services

Trans-
fer pay-
ments
and net
interest

paid

Grants-
in-aid

1 - 1 - 1 _ _ I~ ~ ~_____ I______

-------- 127.40

Total

Pur-
chases

of goods
and

services

Trans-
fer pay-
ments

and net
interest

paid

Grants-
in-aid

Total

Pur-
chases

of goods
and

services

7.101-I- I-- 21.201.

Trans-
fer pay-
ments
and net
interest

paid

Grants.
in-aid

1- ----I- I- --I ---I --~~~~~~~~~~~~~~~~-------I--v -------- I --------

30 2. 55 0.13 0.13 2.29 8.22 0.41 0.41 7.40 2.13 0.11 0.11 1.91 6. 36 0.32 0.32 5. 72

25 2.13 .21 .11 1.581 6.85 .69 .34 5.82 1.78 .18 .09 1.51 5. 30 .53 .26 4.51
15 1.27 .45 .25 .57 4.11 1.44 .82 1. 85 1.06 .37 .21 .48 3.18 1.11 .64 1. 43
15 1.27 .25 .70 .32 4.11 .82 2.26 1.03 1. 06 .21 .58 .27 3.18 .63 1. 75 .80

10 .85 .76-- .09 2.74 2.47-- .27 .71 .64-- .07 2.12 1.91 .21

5 .43 .11 .32 - 1.37 .34 1.03- .36 .09 .27 -1.06 .27 .79

100 8.60 1.91 1.51 5.08 27.40 6.17 4.86 16.37 7.10 1.60 1.26 4.24 21. 20 4.77 3.76 12.67

3.77

825

12.24
2.65
9.59 -------- I--------

3.:15

2.4069
. 2.46 -- -- -

9.47
2.05
7.42

09

1-4

z
06

09W

0-9
06

As_

' Allocation of parts made on basis of 1901-65 trend of ratios by type of expenditure and Source: Staff, Joint Economic Committee.
fnction.

Arbitrary.

- I

i

=---
::::::::

-

-------- :
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TABLE 25.-Percent distribution of real GNP I

Assumption A Assumption B
A ctual, _ _ _ - _ _ _ _ _ _ - _ _ _ _

1965
1970 1975 1970 1975

GNP ------ __-100.0 100.0 100.0 100.0 100.0

Personal consumption expenditures-- .. . 64 5| 65.6 65.7 65.6 65.5

Durable goods - -10.8 12.0 13.0 11.6 12.4
Nondurable goods - -29.0 27. 7 26.4 27.8 26.3
Services - -24.7 25.8 26.4 26.2 26.9

Gross private domestic investment -15.9 15.3 15.7 15.2 15.5

Nonresidential fixed Investment -10. 6 9.8 9. 5 9.8 9. 5
Residential structures -3.9 4.5 5.0 4.5 5.0
Change in business inventories -1.4 1.0 1.2 .9 1.0

Net exports of goods and services - 0 1.0 .9 1.1 1.1
Government purchases of goods and services-.18. 6 158.1 17. 7 18. 2 17.9

Federal - 9.4 7.8 6. 7 7.9 7.0
State and local -9.2 10.3 11i0 10.3 10.9

Based on table 19.
Source: Department of Commerce, Office of Business Economics, and staff, Joint Economic Committee.

TABLE 26.-Percent distribution of GNP I

Assumption A Assumption B
A ctual, l__ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

1965
1970 1975 1970 1975

GNP -100.0 100.0 100.0 100.0 100.0

Personal consumption expenditures -- 63.3 63.3 62.3 63.4 62.6

Durable goods -------------------------------- 9.7 9.8 9.6 9.5 9.4
Nondurable goods --------------- -----........ 28.0 26.1 24.1 26.2 24. 3
Services --------------------------------------- 25.7 27.5 28.6 27.7 28.8

Gross private domestic investment ---------------- . .15.6 15.0 15.4 14.9 15.2

Nonresidential fixed investment - 10.2 9.2 8.6 9.2 8.8
Residential structures --------------- 4.1 4.8 5. 5 4.8 5. 5
Change in business inventories -... .1.3 1.0 1.2 .9 1.0

Net exports of goods and services ------------- . .1.0 1.0 .8 1.0 1.0
Government purchases of goods and services -- .- 20.0 20.8 21. 5 20.6 21.2

Federal ---------------------------------------- 9.8 8. 5 7.6 8.5 7 7
State and local -10.2 12.3 13.9 12.1 135

I Based on table 19.

Source: Department of Commerce, Office of Business Economics, and staff, Joint Economic Committee.
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GOVERNMENT PURCHASES OF GOODS AND SERVICES, 1'
PROJECTIONS FOR 1970 AND 1975

Billions of 1958 Dollars (ratio scale)
400
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100-
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16
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6 PROJECTIONS:

* Assumption "A" assumes 3 percentI,' rate of unemployment; 4-1/2 percent
4 rate of real GNP Growth per year.

o Assumption "B" assumes.4 percent
3 ~ rate of unemployment; 4 percent

rate of real GNP growth per year.

2 1111!IIIII IlllllIllIiIIllI11I111 I111111
. . * . . * . .U9S9 35 40 45 50 55 60 65 70 75

U.S. Department of Commerce, Office of Business Economics



FEDERAL BUDGET PROJECTIONS: SUMMARY AND
CONCLUSIONS*

BY GERHARD COLNE and PETER WAGNER

Economic projections have become one of the major instruments
for guidance in public and private decision-making. Business manage-
ment uses short-term, medium-term, and long-term projections for
evaluating future market prospects; it makes projections of the
economy as a whole and of its own and its customers' particular
branches of business. Labor unions use projections, especially those
dealing with the employment outlook and prospective productivity
gains, in planning collective bargaining strategy. Government uses eco-
nomic projections as benchmarks for leaving out specific programs (for
example, water supply or transportation programs) and for guidance
in formulating overall economic, fiscal, and monetary policy.

THE NEED FOR A STuDY OF BUDGET PROJECTIONS

Today, Government expenditures and revenues are very important
factors in all economic projections. Attempts to forecast them involve
many difficulties because they are determined not only by long-term
economic factors, but also by political factors and economic fluctuations.
This is true particularly of the expenditures and receipts of the Fed-
eral Government. Therefore, a detailed exploratory study of projec-
tions of the Federal budget seems to be useful and timely.

Budget projections are desirable for other purposes in addition
to their usefulness in making general economic projections. Econo-
mists and policymakers have felt for some time that the next year's
Federal budget could be appraised much more meaningfully if it
could be seen in a perspective of several years. This need was empha-
sized in a statement by the National Planning Association a decade
ago ' and also in a statement of the Committee for Economic Develop-
ment published in 1962.2 Recently a subcommittee of the Joint Eco-
nomic Committee of the U.S. Congress recommended that the budget
for each year should be presented in the context of a broader, longer-
run set of budgetary projections, for which a 5-year period was
thought desirable. 3

Actually there is no short-term economic forecast that does not
incorporate a budget prediction as one of the most important vari-

*Reprinted from: Colm, Gerhard and Peter Wagner, Federal Budget Projec-
tions, The Brookings Institution, Washington, D.C., 1966, I, IV, V, VI, IX.

' The Need for Further Budget Reform, a Joint NPA Statement (National Planning
Association, 1956)-

'Fiscal and Monetary Policy for High Employment (Committee for Economic Develop.
ment. 1962).

aThe Federal Budget as an Economic Document, Report of the Subcommittee on Eco-
nomic Statistics of the Joint Economic Committee, S. Rept. 396, 8stl Cong., first sess.
(1963).
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ables. And the intermediate- and long-term economic projections
prepared regularly by the National Planning Association 4 and other
organizations include projections of expenditures at all levels of
government. In 1959 special studies of trends in public expenditures
were prepared by Otto Eckstein under the auspices of the CED 5 and
by staff members of the NPA.6 The Budget Bureau itself published
5- and 10-year projections in the last days of the Eisenhower adminis-
tration The Budget Bureau regularly puts together 5-year budget
projections as guides for Executive budget policy, but these pro-
jections are for internal use only and are not made public.8

IThe present study has a dual purpose. First, it presents a set of
up-to-date 9 intermediate- and long-term projections of the Federal
budget. They were prepared in two steps, presented as model I and
model II. These estimates were made before defense expenditures
were increased for the Vietnam conflict.

Second, this study attempts to identify the difficulties that are
encountered in making such projections and offers recommendations
on the feasibility of including medium- and long-term budget pro-
jections as a regular feature of the official budget presentation.

NATURE OF PROJECTIONS AND AssumproNs

It should be emphasized that the projections made here are illustra-
tive in character and are in no sense to be regarded as definitive
predictions. They indicate the trend of expenditures, with the future
year indicated (1968 or 1973) serving merely as a benchmark. Fluc-
tuations around the trend line cannot be reflected in the predictions,
and periodic revisions are called for to take account of new develop-
ments, unforeseen at the time the projections are made.

While projections may be made on either a normative basis-what
needs to be done to accomplish certain goals ?-or a probability basis-
what is most likely to happen?-this study seeks only to estimate
probable developments, including those resulting from the efforts of
Government to promote a desirable rate of economic growth.

A difficulty arose in deciding whether to present estimates in con-
stant or in current dollars. Early in the study we came to the con-
clusion that projections in terms of constant prices were of limited
value for medium- and long-term forecasting of budget trends. This
is so particularly in the case of revenue projections. While a number
of calculations have been made in constant prices for purposes of
comparison, most of the detailed figures are shown in current prices,
since these give a more realistic picture.

P National Planning Association, Center for Economic Projections, National Economic
Projection Series (issued annually).

6Otto Eckstein, Trends in Public Ex'penditures in the Nest Decade (Committee for Eco-
nomic Development, 1959).

0 Gerhard Colm and Manuel Helzner, "Financial Needs and Resources of the Next
Decade: At All Levels of Government," In Public Finances, Needs, Sources, and Utiliza-
tion (Princeton University Press, 1961i.

7 U.S. Bureau of the Budget, Ten-Year Projections of Federal Budget Eaxpenditures
(Jan. 15, 1961-).
' Budget Bureau Circular No. A 11 (July 1964), requests from the various agencies

program statements and estimates of new obligational authority and or expenditures underexisting and proposed legislation for 3 years beyond the next budget year. Thus 5 years
are covered, including the current and the ensuing fiscal years. T'he 5-year projections of
the Department of Defense are not comparable with the expenditure estimates for the
other agencies.

I As of February 1965.
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The assumed growth of the American economy, on which our
projections are based, is shown in table 1. (The estimated increase
of projected GNP that is believed compatible with the model I budget
projection would fall short of the full employment level of GNP.)

The estimates in table 1 are based on the Department of Commerce
accounts before the August 1965 revisions of the income and prod-
uct accounts by economists in the Department. All figures and pro-
jections in our study are calculated on the basis of the old estimates.
The main conclusions of the study would not be affected by the
revisions. If anything, the new figures give further emphasis to our
findings. A more detailed explanation of the differences between the
two sets of estimates and their implications for the study is given in
the introduction to the appendix tables.

TABLE 1.-Models I and II: Gross national product in current and constant prices
1965-73

[In billions of current dollars and constant fiscal year 1963 dollars]

Model I Model II

Fiscal years
Current Constant Current Constant
prices prices prices prices

Actual:
1963-60 568 0 568.0 568. 0
1964 -60L 0 593.9 60L 0 593.9

Projected:
1965 -640.0 620.8 640.0 620.8
1966- 681. 5 651. 5 681.5 651. 5
1967- 709.5 669.3 725.3 63. 0
198- 739.5 688. 5 771. 0 715 2
1969 -773.0 711.1 813. 3 743.4
1970 -807.5 733.4 858 0 773.9
1971 -844.0 756.3 905. 2 803. 2
1972- 82. 0 780. 5 955.0 834.8
1973 -921.5 804.8 1,007.5 867.8

Projections are forecasts made under specific, often alternative,
assumptions. It is important to state the assumptions explicitly so
that a user can modify the projections if he wishes to make different
assumptions.

OVER-ALL ASSUMPrIONS

Certain general assumptions have been made and basic choices taken
that are common to all the sets of projections in this study:

1. In the short-term projections (for the fiscal year 1966), the
President's proposed budget is used without change.

2. It is assumed that a policy of program expansion will be
associated with continuing budget restraint and that, wherever
possible, encouragement of private enterprise and support of
Sotate-local programs will be preferred to programs operated en-
tirely by the Federal Government.

3. It is assumed that the Employment Act of 1946 will con-
tinue to be a guiding influence for the Government and that Fed-
eral expenditure, tax, credit, and monetary policies will be shaped
to support reasonably full employment, adequate economic growth,
and reasonable price stability.' 0

4. It is assumed that productivity in Government services in-
creases at the same rate as in private activities.

'0 For exact definitions of these terms, see model II, below.
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ALTERNATIVE MODELS

Presenting very broad ranges of estimates with many alternatives
always protects the producer of the estimates but is annoying to the
user. Alternatives are often misleading if the reader infers that the
most probable value is the mean of the several alternatives, and the
projections in this study should not be so interpreted.

Model I. The model I estimates are made under the assumption that
no new programs will be adopted, except those already proposed in
the 1966 budget," and that there will be no further reductions in tax
rates, except for those proposed in the budget for excise taxes. The
projections assume that the substantial increase in social security taxes
(nearly $5 billion annually) will become effective on January 1, 1966,
as proposed.

Revenues are calculated in model I on the assumption of a rate of
economic growth of 4.4 percent a year, or 3.1 percent in constant dol-
lars. Consistent with this modest rate of growth, a higher and increas-
ing rate of unemployment (5.7 percent for fiscal 1968 and 7 percent for
fiscal 1973) has been assumed for this model. Similarly, because of the
reduced pressure on resources of all kinds (including labor resources)
implied in model I, we have assumed a price increase of only 1.3 per-
cent annually.

It is also assumed that defense expenditures will remain at a vir-
tually even level, some actual reduction in defense programs being off-
set by the continuing price rise.

Model II. This model includes program changes (additions or cut-
backs) and changes in revenue legislation upon which, in the opinion
of the authors, decisions are likely to be made during the period under
consideration (to 1973). Certainly medium- and long-term projections
based only on percent legislation and policy proposals would be un-
realistic. In the course of the years changes will be proposed and
adopted. However, it is unlikely that there will be many changes, at
least in the next 5 years, that are not now being considered informally
by the agencies concerned or recommended by various groups. Al-
though predicting when these changes are likely to occur is very
hazardous, this task has been undertaken in model II.

The policy changes assumed in model II should not be understood
to be either recommendations or definite forecasts. The estimates have
been made to illustrate the problem and to serve as a basis for proced-
ural recommendations. But, tentative as they are, the model II esti-
mates must be regarded as more realistic than those of model I, es-
pecially for the long-range projections. In a sense, model I estimates
should be regarded as only a phase in the process of making projec-
tions rather t'Lan as alternative final projections.

Specific assumptions made for model II are as follows:
1. All model II estimates assume that the Federal Government

will adopt policies that will reduce unemployment to 4 percent of
the civilian labor force during fiscal 1967 and that it will remain
at that level for the period covered by the study. It is assumed that

11tMajor proposals of the President that are Included in the projections but were not
yet legislated at the time the manscript was completed are specified in ch. VI. The figures
include all Presidenttial proposals contained in the fiscal year 1966 budget; later recom-
mendations or cvongressional amendments could not be taken into account.
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a rate of growth of 4 percent annually in real terms will ac-
complish this objective once unemployment has been reduced to a
4-percent rate.

2. For the intermediate and longer range domestic programs,
it is assumed that the war on poverty will be continued and that
the Federal Government will continue to respond to the challenge
of great techlological possibilities. This implies further empha-
sis on educational, training, and teclmological development pro-
grams in areas in which private enterprise cannot be expected
to perform adequately without Government support.

3. All model II estimates assume that prices will increase at
an average annual rate of 1.5 percent and this will apply to the
prices of goods and services bought by the Federal Government.12

Because of the uncertainty about the timing of program expan-
sion, model II is presented in two variations. Model II-A assumes a
smaller increase in expenditures and larger tax cuts; model II-1
assumes a larger increase in expenditures and small tax cuts. Model
II-A in turn is presented in two combinations, one (II-Al) assum-
ing a virtually constant level of defense expenditures, and the other
(II-A2) assuming a substantial reduction in defense expenditures.
This introduces a further complication into the projections, as any
future reduction in defense programs will probably be associated
with a larger increase in nondefense spending, and vice versa.

SUMMARY OF PROJECTIONS

Projections based on President Johnson's proposed budget for 1966
indicate that Federal expenditures for nondefense purposes will in-
crease substantially over the level estimated for the fiscal year 1966.
Although the President has proposed a number of new programs which
would add only relatively small amounts to expenditures in fiscal
1966, they could, if fully implemented, become substantial in later
years. Also, the 1966 expenditure estimates were reduced by provision
for about $3 billion of receipts from the sale of financial assets. 13

Our estimates make only a minor allowance for further liquidation
of such assets. This makes the increases in program costs appear some-
what larger than they really are.

This summary will present our projections of total Federal re-
ceipts and expenditures in terms of the consolidated cash budget.
Detailed estimates in terms of the cash budget, as well as of the ad-
ministrative budget and the Federal sector of the national income
accounts budget, can be found in chapter VI and in the appendix
tables.

MODEL I

The assumed rate of growth for model I (3.1 percent annually)
is lower than the 4-percent rate considered to be adequate and as-
sumed for the rest of the models. But even at the 3.1-percent rate,

' The increase in prices reflects the average price rise as it is applicable to the GNP as
a whole. It is a weighted average of the GNP components. Assuming a continuing increase
in the quality of products and services, a 1.5-percent annual price rise may not be incon-
sistent with the assumption of actual price stability

la These include loans held by the Veterans' .admiistration. the Export-Import Bank,
the Federal National Mortgage Association, the Small Business Administration, and others.
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revenues would increase faster than expenditures with some con-
sequent slowdown in the rate of expansion (assuming a relatively
restrictive credit policy designed to combat the balance-of-payments
deficit). Table 2 shows Federal expenditures and receipts under
model I.

TABLE 2.-Model I: Cash budget, 1968, 1966, 1968, and 1973 1
[In billions of current dollars for fiscal years]

Projected
Item Actual, Proposed,

1963 1966
1968 1973

Gross national product ---. 0 681. 5 739. 5 921. 5

Expenditures:
Defense-- ------------------------------ 53.4 52. 5 52. 8 53. 3
Other -60.4 74.9 89. 0 114.4

Total -113.8 127.4 141.8 167. 7
Receipts - ---- ------------------------- 109.7 123. 5 2 (137.9) 2 (173.2)

Excess of receipts (+) - -- 4. 0 -3.9 (-3.9) a (+7.3)

I In this and the following tables, all figures for fiscal year 1963 are actual; those listed as "proposed 1966'
are the official estimates of the 1966 budget; and those listed as "projections" for 1968 and 1973 are based on
our own assumptions for the particular model as given in the text and in table 1.

2 The revenue estimates do not take account of possible further tax reductions. Figures in parentheses
are estimates that appear unrealistic without assuming tax reductions beyond those proposed in the 1966
budget. See text for a discussion of assumptions on which the various models are based.

3 See the text for comments about the effects of this surplus on the rate of growth.
NOTE.-Details may not add to totals due to rounding.

The largest expenditure increases under the President's program
would occur in social security benefit payments, in education, in health
programs, and in the economic opportunity program. In the labor
field increased expenditures would be brought about largely by sub-
stantially higher unemployment insurance payments under the double
impact of improved benefits and a higher unemployment rate due to
the slowver growth of the economy.

The 1968 budget would still show a small deficit at an unemploy-
ment rate of 5.7 percent (as compared with the full employment rate
of 4 percent). If this projection were computed under the assump-
tion of full employment (with higher tax yields from full employ-
ment income and reduced expenditures because unemployment insur-
ance payments would be lower), it would show some surplus in 1968
and a very large surplus in 1973.

Model I, therefore, is not presented as a real alternative because the
very size of the surplus would hinder economic growth, thereby lead-
ing to rising unemployment and forcing the government to adopt
either an increase in programs or a reduction in tax rates or a com-
bination of both in order to achieve a higher rate of economic growth
and to reduce unemployment. The existence of this surplus (combined
with a fairly restrictive monetary policy) would probably be incom-
patible with sustaining even the inadequate rate of growth assumed
for this model.

MNODEL II

The new and expanded nondefense programs assumed in model
II are specified in part II. The principal new programs assumed to
come up for debate and adoption during the coming decade are in
the domestic field and concern housing, health, research, education and
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training, and the economic opportunity programs, as well as improve-
ments in the social insurance programs. All of them are progams that
have been recommended by some groups but are not included in pre-
sent official proposals. Model II-A makes relatively small allowances
for these new and expanded programs, and model II-B allows for
increases of considerable size. Projected expenditures and receipts
under the two versions of model II-A and under model II-B are
shown in table 3.

TABLE 3.-Model II under various assumptions-II-Al, II-AS, and II-B-
Cash budget, 1968, 1966, 1968, and 1973 1

[In billions of current dollars for fiscal years]

Model II-Al pro- Model II-A2 pro- Model Ii-B pro-
Actual Pro- jections jections jections

Item 1963 posed _
1966

1968 1973 1968 1973 1968 1973

Gross national
product -568.0 681.5 771.0 1,007.5 771.0 1,007. 5 771.0 1,007.

Expenditures
Defense 53.4 52.5 52.8 53.3 49.7 43. 5 49.7 43.5
Other -60.4 74.9 93.7 ' 129.0 93. 6 2129.0 103.3 155.0

Total ---- 113.8 127.4 146.5 182.3 143.3 172.5 113.0 198.5
Receipts -109.7 123. 5 3 (146. 4) (198.4) 3 (146.4) 3 (198. 4) 146. 4 199. 7

Excess of receipts
(+)- -4.0 -3.9 (-0 1) '1 (+16.1) (+3.1) 4 (+25.9) (-. 6) +1.2

I Model II-Al assumes present defense programs; II-A2 and II-B, substantially reduced defense
programs.

2 For an explanation of interest calculations on the Federal debt, see ch. X.
3 The revenue estimates do not take account of possible further tax reductions. Figures In parentheses

are estimates that appear unrealistic without assuming tax reductions beyond those proposed in the 1966
budget. See text for a discussion of assumptions on which the various models are based.

4 See the text for comments about the efects of this surplus on the rate of growth.

NOTE.-Details may not add to totals due to rounding.

In both models II-A and II-B the adoption of new programs and
some expansion of most existing programs beyond present or pro-
posed legislation have been assumed; expenditures for space and
agriculture, however, would be reduced. Under the stimulus of ad-
ditional programs the economy would grow at a higher rate, and
revenue would increase correspondinglv faster. Some further cut
in taxes by 1968 and a substantial reduction by 1973 would be feasible
and necessary to support the rate of growth posited for Model II-Al.
In the case of Model II-A2 (the arms-reduction model) an earlier
and more substantial tax cut would be necessary. By 1973 a modest tax
cut might be advisable for model II-B as well. These reductions could
take the form either of a lowering of Federal tax rates or of a shar-
ing of Federal revenues with State and local governments so that they
could reduce their taxes or increase their expenditures without State
local tax increases.

Model II-B assumes adoption of the same new or expanded non-
defense programs as in Model II-A but with considerably larger
amounts. However, this model seems realistic only if a substantial
reduction in defense expenditures is assumed. Therefore, this sub-
stantial increase in nondefense expenditures is not combined (as it is
in Model II-A) with another variation showing a continued high
level of defense expenditures. W0hether in this case, in addition to the
large increase in nondefense expenditures, a relatively small cut in taxes
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or transfer to State-local governments would also be possible depends
on the development of the other sectors in the economy. However,
such transfers would be less urgent, as this model assumes very sub-
stantial increases in Federal grants-in-aid to State and local
governments.

CONCLUSIONS

From a comparison of these various models some obvious con-
clusions can be drawn:

1. If the programs initiated or proposed in recent years are im-
plemented by adequate appropriations and administrative
policies, Federal expenditures are likely to increase year by year
by considerable amounts. This will be true even if some programs
are implemented only slowly.

2. The increase in economic activities (combined with a very
small increase in prices) will result in an increase in revenues in
excess of that projected in expenditures. The automatic increase
in receipts (including social security taxes) resulting from a 5.5-
percent economic growth (in current dollars), under present tax
legislation, will amount to somewhat more than $7 billion a year.
for the period 1968-73 it is estimated at about $10 billion. There
will also be a "built-in" increase in expenditures resulting from
the development in existing programs, the price rise, service of
the national debt, and other factors. Under present legislation
this automatic increase might be estimated at over $3 billion a.
year. If adoption and implementation of the Great Society pro-
gram in full is assumed, the built-in increase may amount to over
$6 billion a year. This means that under existing and proposed
legislation the automatic increase in revenue would exceed the
built-in increase in expenditures by an average of $3 to $4 billion
each year for the period 1968-73. If it is assumed that in a base
period the full employment budget is in balance with other econo-
mic factors, this would mean that each year there would be room
for some increase in programs or initiation of new programs,
some reduction in tax rates, some possible sharing of funds with
State and local governments, or some combinaton of these. In
fact, it would be necessary to give effect to some or all of these
measures in order to achieve and maintain full employment in
in future years.

3. The size of the tax reduction that will be possible (and
needed if a depressing effect on the economy is to be avoided)
will depend on the size and pace of the expansion of Federal ex-
penditure programs.

4. None of our models shows a ratio of Federal expenditures to
the gross national product (GNP) assumed for the same period
that is higher than that of fiscal year 1963, and most alternatives
remain substantial]v below that level. (See table 4.)
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TABLE 4.-Model I and model II: Federal ezpenditures as a percentage of gross
national product, cash budget, fiscal years 1963, 1966, 1968, and 1973

Item | 193 | 1966 1968 | 1973

Actual expenditures -- 20.60
Proposed expenditures ---------- -------------- 18.7-
Projected expenditures in-

Model I -- 19.2 18.2
Model II-Al ------------------------- 19.0 18.1
Model II-A2 - -18.6 17.1
Model I1-B ---------------- l--------------- -- 19.8 19.7

Chart 1 shows the projected rate of growth of Federal cash ex-
penditures (in constant dollars) in the perspective of the past 35
vears and also in relation to the actual and projected GNP. It shows
that the estimates made here, even though they were not obtained by
extrapolation, are in line with the historical experience of periods in
which no major emergency occurred.

For an economic evaluation of present and proposed programs, and
those under consideration, it should be remembered that some grants,
particularly those concerned with transportation, housing, health,
welfare, economic opportunity, and education call for matching by
the States so that in many cases they would involve additional State
or local, as well as Federal, expenditures. Also some of the programs,
particularly the various housing loan programs, Export-Import Bank,
and Commodity Credit Corporation loans, as well as many others,
provide for Federal guarantee or insurance of loans issued by private
enterprise or State and local governments. These would add only very
small amounts to Federal budgetary expenditures. In addition many
agencies use their receipts from the public as revolving funds, and
only their net expenditures are reflected in the budget. These examples
are given to show that the operations of the Federal Government have
a considerably greater impact on the Nation's economy than a brief
glance at the budget figures alone would suggest.

PROCEDURAL RECOMA3ENDATIONS

This study was undertaken because of the conviction that inter-
mediate- and long-term budget projections are needed as elements
in intermediate- and long-term economic projections and to provide
perspective for evaluating the budget for the ensuing year. Given
the present character of Government programs, it is nonsensical to
think in terms of a 365-day budget. The problem posed for the pres-
ent study was not whether or not intermediate- and long-term budget
projections are desirable; nor did we need a study to prove that
making longer term budged projections is a hazardous undertaking.
By preparing projections we hoped to gain insight into the specific
difficulties one encounters and to explore ways to overcome or re-
duce the difficulties and hazards. Although the validity of our pro-
jections can be tested only by comparison with actuals at a future
time, we submit the following tentative conclusions from our ex-
perience:

1. From this effort to project budget expenditures and revenues
for intermediate- and long-term periods (5 and 10 years) ahead it
appears that it is feasible to make meaningful projections.
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2. The Budget Bureau could probably make more reliable estimates
if other Government agencies were given more specific guidelines and
would devote a greater effort to the preparation of their own budget
projections. They also should submit a list of program proposals that
are under serious discussion in their areas of responsibility even though
these are not yet officially recommended by the President. The Budget
Bureau should not, however, merely collect and compile the agency
estimates but should evaluate them and especially should appraise
new program proposals for which no specific agency is currently re-
sponsible. The Budget Bureau should also identify programs that
may be terminated or curtailed.

3. Giving the various agencies and their subdivisions responsibility
for medium- and long-term budget projections is important because
thinking in these longer run terms will have a desirable effect on the
attitude of the officials concerned.

4. It is important to formulate broad assumptions with respect to
the political and economic situations, both international and domestic.
Projections will always remain hypothetical in character. The as-
sumptions should be formulated in interagency consultations and
communicated to all officials concerned with the preparation of
projections.

5. It is assumed that Federal budget policy will be used as one of
the tools for attaining the general economic objectives of developing
the Nation's potential resources, approximating full employment, and
maintaining reasonable price stability. Therefore, budget projections
should be related to, and integrated with, general economic projections.
This will require cooperation between the Budget Bureau and the
Council of Economic Advisers.

6. Budget projections should first be prepared on the basis of exist-
ing policies and official policy proposals for a 5-year period. In addi-
tion, it would be desirable to prepare another set of estimates to in-
clude those changes in expenditure programs and tax legislation which
are only under consideration but which are likely to be adopted within
the projection period. It becomes increasingly important to include
program and tax changes beyond those officially proposed when longer
time periods are covered by the projections. For estimates going be-
yond the 5-year period, this procedure becomes absolutely necessary.
Alternative projections may be useful in this situation. Projections
that allow for program and tax changes that are not yet officially pro-
p)osed should be clearly identified in order to avoid any confusion
between officially proposed program and tax changes and those that
have merely received unofficial consideration.

7. It is useful to build up the projections from considerable agency
detail. However, details should be presented only broad functional
classifications. The longer the period for which projections are made,
the fewer details should be given.

8. It is recognized that any projections released by the Federal
Government will arouse controversy. This is so especially in the case
of projections similar to our model II, which envisage the possibility
of new legislation initiating some expenditure programs or terminat-
ing others, or imply that changes in tax legislation might be adopted
in the future. Publication of such hypothetical projections might pre-
sent difficulties for Federal agencies, because including these changes
might make it appear that the administration was proposing that they
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be made. Before a projection of this kind is included in official docu-
ments, Congress and the public should become more familiar with
such projections. The inclusion of program changes that are not yet
approved has the advantage that it may stimulate a public debate
before an official recommendation is made. For a strictly transitional
period it might be advisable to limit the publication of projections by
the Bureau of the Budget to 5-year projections based on existing and
officially proposed legislation only.

9. For these reasons, a research organization not connected with the
Federal Government might fulfill a very real and necessary educa-
tional function in preparing and publishing independent projections
of Federal revenues and expenditures, particularly longer term ones.
Because of the controversial nature of these projections, and in order
to facilitate intelligent discussion, it might be desirable to continue
the preparation and publication of such private estimates even after
the Federal Government has begun to publish projections on a regular
basis.

10. Any such projections, whether originating within or outside the
Federal Government, would have to be revised and updated on a
continuing basis in the light of changing circumstances if they are
to furnish reliable guidance to economic policymakers in business and
Government.

11. Projections have to be worked out on a year-by-year basis. Publi-
cation of intermediate and longer term estimates may be confined to
a smaller number of benchmark years. It is recognized that individual
vears would deviate from such a trend line.

12. For the purpose of integrating budget projections with general
economic projections, and to facilitate a comparison with the na-
tional income accounts, the definition and terminology of the object
classification contained in the budget document, and the national in-
come usages of these terms must be more closely alined. At present
the definitions are not closely related. In addition, it would help if
the object classification in the budget document were computed and
published on an expenditure basis, and not only on an anticipated
new obligational authority basis, which is the practice at present. A
classification of Government functions that distinguishes current
operations from programs designed to support the future productivity
and growth of the economy would be desirable.

13. We feel that at the agency level it is generally not desirable
for the same persons to be engaged both on current work and on
budget projections covering future years. When one is immersed in
budget detail, it is exceedingly hard to divorce oneself sufficiently
from current pressures to retain an imaginative outlook regarding
future needs and possible developments.

For these reasons, it is suggested that the task of making such pro-
jections might be assigned to special program officers at the agency
level, and to an expanded section of the Bureau of the Budget which
would be concerned with broad Government programs. Of course, in
all cases, close cooperation with the budget officers in each agency and
with the Budget Bureau examiners would have to be established.

14. These recommendations would mean a heavier workload for
the Bureau of the Budget, and its staff would have to be increased
somewhat. Similarly, a limited number of additional persons would
be necessary in other agencies.
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All projections of budget receipts and expenditures must allow for
a great number of variables, the effects of which can only be esti-
mated. Ultimately, a new computer techniques would be of consid-
erable help in this. For example, it may not be too fanciful to hope
that eventually a computer bank could be established capable of stor-
ing and processing budget and economic data to indicate broadly
whFat effects any given combination of expenditure and tax policies
iigiht have on any major sector of the American economy. Federal
budget projections would be indispensable in this case, and a con-
siderable number of policy alternatives could be explored in this
fashion.

PROBLEMS IN PROJECTING FEDERAL BUDGETS*

This chapter considers some of the special problems that arise in
projecting Federal budgets, such as those involved in predicting the
future course of Federal-State-local fiscal relations, of the government-
business relationship, and of the ratio of the Federal budget to an
increasing gross national product. It also considers the staffing needs
of the Budget Bureau if the projections are to be undertaken on a
regular basis and some of the political problems involved.

FEDERAL-STATE-LoCAL FISCAL RELATIONS

In the past 50 years Federal-State-local fiscal relationships have
undergone drastic changes. Before World War I, the Federal Govern-
ment accounted for 30 percent of total Government cash expenditures.
In 1952 the percentage had increased to 72 percent (including Federal
grants) and declined to 64 percent by the fiscal year 1963. The main
contributing factors were the large increases in Federal defense ex-
penditures, expenditures resulting from previous wars, and the Fed-
eral old-age and survivors' social insurance system. However, exclud-
ing defense and international expenditures and expenditures resulting
from previous wars, the Federal Government share doubled tempo-
rarily during the depression but declined after World War II. Dur-
ing the last decade these domestic nondefense Federal expenditures
have shown a rising trend, as table 8 shows.'

*Ch. IV.
'U.S. Bureau of the Census data were used both in the paragraph above and in table 8

because only these historical data for both the Federal and State-local governments were
available on a comparable basis. The concepts used include trust fund expenditures, which
are significant In this relationship. For the table, domestic nondefense expenditures were
defined to include for the Federal Government total expenditures less the functional cate-
gories of national defense and international affairs, interest on the general debt, and
veterans' services not elsewhere classified; and for State-local government, the total
expenditures.
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TABLE 8.-Domestic nondefense expenditures of Federal, State, and local governments,
selected years, 1902-63 X

Federal expenditures as a
percentage of Federal,
Starteend' local govern

Total (in ment expenditures
Fiscal years billions of

current
dollars) Including Excluding

intergovern- intergovern-
mental mental

transfers transfers

1902 -1,325 17.9 17.4
1913 -2,765 18.8 18.4
1927 -9,261 17.0 15.7
1930 ------------------------------ 13,410 43.4 36.6
1953 -48,898 38.5 32.6
1963------------------------------------------------------119,828 43.9 36.8

l See note 1 to the text for an explanation of the data used.
Sources: U.S. Bureau of the Census, The U.S. Census of Governments, "Historical Statistics on Cov-

ernmental Finances and Employment," vol. VI, No. 4 (1964); U.S. Bureau of the Census, Governmental
Finances in 1963 (November 1964).

Over the next decade Federal expenditures for defense and defense-
related programs may level off or decline while the greatest increase
may occur in programs that traditionally belong to local jurisdictions,
such as education, urban development and mass transportation, police
protection, and so on. In contrast, Federal revenues, particularly from
income and profits taxes, will in general rise faster in response to eco-
nomic growth than will local tax receipts. This may lead to a situation
where Federal income taxes could be reduced periodically to prevent a
"fiscal drag" while local tax rates are continuously raised. Alternatives
are a continued rise in Federal grant-in-aid to State and local pro-
grams or some tax-sharing arrangement between the Federal Govern-
ment and State and local governments.

The projections in all models assume a very substantial increase
in Federal grant-in-aid programs. Table 9 shows grants-in-aid as a
share of Federal expenditures in 1953 and 1963 and the projections
under various models for 1973. In addition, as was pointed out in
chapter I, before 1973 a situation is likely to arise calling for either
another cut in Federal tax rates or some tax-sharing arrangement.
The latter alternative would make it possible for State and local gov-
ernments to improve their services without increasing tax rates.
Specific consideration of these and other alternatives of the future
Federal-State-local financial relationships was believed to be outside
the scope of the present study. Nevertheless, it should be emphasized
that it will become increasingly necessary to consider the national
tax system (including State and local taxes and also social security
taxes) as an interrelated whole.

TABLE 9.-Model I and model II: Grants-in-aid as a percentage of Federal expendi-
tures, national income budget, fiscal years, 1963, 1963, 1966, and 1973

Item 1953 1963 1966 1973

Actual grants-in-aid -3. 7 7. 4-
Proposed grants-in-aid -10.2-
Projected grants-in-aid in:

Model I-14.1
Model II-Al -14.4
Model II-A2 - 15.1
Model IIB-B17. 0
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GovERnNrEwT-BusI:Ess RELATIONSHIP

The projections in this study are based on the assumption that the
Government will take over only functions that cannot or cannot ade-
quately be performed by private enterprise. It is not always easy, how-
ever, to decide where the line of demarcation should be drawn between
Government activity and private enterprise. In this respect, the last
few decades have brought important innovations. Gone are the times
when Government provided only clearly defined administrative, pro-
tective, and judicial services and private enterprise provided all pro-
duction and distribution of goods and other services (if such times
really ever existed).

There were the "emergency" activities of the Federal Government
during the depression of the thirties, which brought about, for ex-
ample, the electrification of certain private railroads. Another example
is provided by the Federal guarantees, insurance programs, and in some
cases purchases of mortgages, which have helped in the construction
and purchase of about 28 percent of all privately owned and privately
built homes in this country since the inception of these programs. Fed-
eral support of home financing has broadened into the fields of slum
clearance, urban renewal, and mass transportation, which have re-
quired cooperation among the Federal Government, local governments,
and private enterprise, and sometimes also nonprofit private orga-
nizations.

The World War II and Korean war periods again saw new develop-
ments of Government-business cooperation in Government-owned, but
privately operated, factories for defense production. Postwar weapons
and space technology made the Federal Government the main financial
source for research and development in the United States. The Gov-
ernment has been financing most of the research and development
costs for the peacetime use of atomic energy and of a byproduct (iso-
topes) of greatest usefulness for medical, agricultural, and industrial
purposes. New forms of Government-business relationships have been
tried in this field too.

During the fiscal year 1964, the Federal Government provided more
than $15 billion for all kinds of research and development-about two-
thirds of all funds devoted to this purpose in the United States during
this period. This not only contributed to the development of new in-
dustries, like electronics and space equipment, but affected indirectly
the whole level of technological sophistication of American industry.
Much of the Government-financed research for Government purposes
is carried out under contract by private enterprise and private research
organizations. Going even further, the Communications Satellite Corp.
(Comsat) represents a new departure, a semiprivate, semipublic or-
nganization created for the commercial utilization of space communi-
cation facilities on an international scale.

It is indeed difficult to foresee what the future of this Government-
business relationship is likely to be and what impact it may have on
future budgets. There are now pending new developments in such fields
as the desalinization of brackish or sea water, water and air pollution,
weather control, further developments in space exploration, the farm-
ing and mining of the oceans, new technologies in rapid ground trans-
portation, supersonic air transportation, new research efforts in such
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areas as high-energy physics, astronomy, and so on. These are examples
of fields in which expenses and risks for research and development
exceed what private enterprise and academic and other nonprofit re-
search organizations are able or willing to undertake without some
kind of Government support. If the Federal Government participates
in further development in these fields, this could add large expendi-
tures to Federal budgets. Alternatively, the Federal Government might
furnish indirect support, possibly in the form of subsidies or loan
guarantees, which would mobilize private funds as well and use pri-
vate management and talent as far as possible, with much smaller ad-
ditions to the budget.

Actually the projections here assume that, where it apears feasible
and efficient, the Government will support private efforts rather than
perform these quasi-commercial functions itself. Therefore, only
limited amounts have been included in model II budgets for these pur-
poses. The impact of Government action, however. is not fully meas-
ured by the impact of the expenditures directly included in the budgets.

THE FEDERAL BUDGET AND GNP

As was stated in chapter I, the model II projections anticipate
in only one of the alternative combinations a small increase in the re-
lationship of Federal spending to the growing GNP (model 11-B).
Even in that particular case, the ratio would be below that for fiscal
1963. In all other combinations the share of the Federal sector declines
somewhat, particularly in the case where a reduction in defense ex-
penditures is assumed (model II-A2). Projected revenues were cut by
the reduction in excise taxes to the extent proposed by the President in
his budget message (and therefore included in models I and II). In
model II-A further substantial tax cuts or the sharing of Federal
revenue with State-local governments are implicitly assumed to become
effective before the end of the period under consideration. Thus, the
Federal Government would support economic growth in the coming
decade both by an increase in programs and by some further tax reduc-
tion. The models imply that for the next decade the expansion in pro-
grams will probably make a greater contribution to economic growth
than will tax reduction. Nevertheless, future policy could emphasize
either program expansion or tax reduction. In order to demonstrate
these possibilities, alternative projections are presented here, assuming
more or less rapid program expansion, associated with little or sub-
stantial further tax cuts, respectively.

An increase in programs designed to combat poverty would open up
new mass markets and thereby have an impact on business opportuni-
ties. A related increase in educational and training programs would
help to meet the skill requirements of modern technology. The increase
in programs of a developmental character (urban renewal, transporta-
tion, new technologies) would raise the horizon for new private invest-
ment and thereby affect the development of the Nation's economic po-
tential (the "leverage effect" of Government programs).

Increases in such programs do not merely affect economic growth di-
rectly. They could be designed to maintain a balance, in combination
with tax reductions, between the increase in the economic potential and
the increase in aggregate purchasing power.
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Several critical questions may be asked about the economic aspects
of these projections.

1. What about economic fluctuations? It is believed that the
model II projections are in accord with the requirements of a rea-
sonable rate of sustained economic growth. A steadfast policy in
support of economic growth reduces the likelihood of severe reces-
siolls. Nevertheless, it would be utopian to expect that policies in
support of steady growth will always be perfect and fully success-
ful. Therefore, it is reasonable to expect that fluctuations will
occur at least in the rate of growth and possibly at times even in
the level of activities. For this contingency, anticyclical monetary
and fiscal policies should be held in readiness. This topic was, how-
ever, outside the scope of the present study. As was mentioned
above, it is for this reason that the projections are not to be re-
g arded as predictions for any specific year (which may turn out
to be a recession year) but rather as benchmarks on a trend line.

2. Some believe that in this age of technological development
and urbanization, Government responsibilities are bound to in-
crease in both absolute and relative terms, and that this will be
reflected in a rising ratio of the budget to GNP. This is not
assumed in our study.

We are dealing only with the Federal budget. As was mentioned
above, the increase in expenditures for nondefense activities has
been larger at the State-local level than at the Federal level. Some
of the growing responsibilities of the Federal Government, how-
ever, are not fully reflected in the Federal budget. There are in-
direct ways in which the Government contributes to economic
growth and welfare. Furthermore, there is a question about the
continuing validity of the thesis (first pronounced 75 years ago)
that the share of Government is bound to rise along with increased
industrialization and urbanization .2 While certain Government
responsibilities rise with increasing abundance, others may decline.

3. Our budget projections do not provide for any systematic re-
payment of the national debt, but rather envisage the possibility
of some further increase in the debt. WYould this not result in con-
tinuing inflationary tendencies?

Debt-financed deficits are undesirable if they contribute to excessive
demand and price inflation. Of a different nature, however, are deficits
which, in combination with appropriate monetary policies, can prevent
an otherwise likely deflation and economic contraction. A growing
economy requires a broadening financial structure. This will be brought
about primarily by an expanding private capital base. W1'ith the rela-
tive importance of the public sector, steady economic growth without
some increase in the public debt (Federal or State-local) is hardly
conceivable. An alternative to a broadening of the financial super-
structure of the economy would be a steady price decline. This is not
a realistic alternative, however, except under conditions of a prolonged
economic depression. W17hen the Government debt increases because of
Federal spending to support economic growth, the relationship of the
debt to GNP does not rise. It is not the absolute amount of the national
debt that is important for an evaluation of the "debt burden," but

2Adolph Wagner, F'nanzwi8senschaft, 4 volumes (Leipzig, 1877-1901) ivol. 1, d ed.,
13: vols. 1-hII, 2d ed., 1880-1912.

50-491-67-vol. III-17
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rather the relationship of the debt and the debt service to GNP and
taxable incomes. This ratio has been steadily declining and, according
to our projections, will continue to decline. Actually the ratio of the
Federal debt to GNP declined during the decade from the end of 1954
to 1964 from 75 to 51.7 percent. Under our projections it would decline
further to about 40 percent by 1973.

In contrast to a growth-supporting increase in the national debt,
recession deficits are caused by declining taxable incomes and profits
and increasing payments for unemployment and social assistance bene-
fits. They lead to an increase in the debt in relation to a stagnant or
declining GNP and result in an increase in the real burden of the debt.

The model II projections are based on the assumption that the
relationship between Government payments and receipts will be ad-
justed to fit into the pattern of balanced economic growth without
causing either inflationary excess demand or a purchasing power de-
ficiency in relation to the economic potential.

In the model II projections a steady small increase in prices (1.5
percent a year) is assumed as measured by the available price indexes.
This is not meant as a forecast but really as a stable price assumption,
taking into account that price indexes do not make adequate allowances
for quality improvements. It may well be that prices will at times rise
by more than 1.5 percent during the coming years. A larger price rise
in the United States, however, is more likely to be initiated by the
operation of the wage-price or price-wage spiral than by a limited
increase in the national debt.

ADAMINISTRATnvE REQUIREM[ENTS

An adequate staff is needed if budget projections are to become a
regular responsibility of the Federal Government. The projections
presented in this study were prepared by a small staff of a private
research organization with no authority to ask the several Government
agencies to prepare estimates for their fields of responsibility. Numer-
ous interviews were held with agency officials and with Budget Bureau
personnel. They were very helpful. However, in no case were estimates
obtained from Government agencies which could be used directly for
our own estimates.

On the basis of our study it seems certain that with an adequate
staff the Budget Bureau could prepare intermediate- and long-term
budget projections as a regular routine function. They should be
revised periodically. It was necessary, even within the relatively short
lifetime of this project, to revise earlier estimates to a considerable
extent. For example, some estimates had to be moved from model II
to model I after President Johnson's messages of January 1965.

Some observations were made in the course of this study which
should be of value for future work:

At the working level of making projections, it is difficult to achieve
harmony between projections built from the ground up on a detailed
agency basis, and less detailed projections based on a functional pro-
gram approach.

In the agency interviews, a recurring pattern appeared. Increases in
expenditures wvere estimated for the 1 or 2 years following the next
budget year, then a leveling off, and a slight but persistent decline
after the 5-year level. Psychologically the tendency can be explained
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by the fact that the agency budget for the ensuing budget period had
probably been cut back by the Bureau of the Budget and the Congress
below the level the agency thought desirable, and this had resulted in
an accumulation of programs regarded as worthwvhile for possibly as
long as 2 or 3 years ahead. After that period, however, it becomes
difficult to treat future needs imaginatively within an agency frame-
work, and it is in this context that functional estimates based on cal-
culations worked out from the top down furnish a useful check.

When it comes to the estimates of new programs or program con-
traction, the agencies are often not able (or inclined) to provide the
needed information.' Here the Budget Bureau would have to play a
major role.' This applies particularly to the question of discontinuing
or cutting back existing programs because at the agency level it is never
easy to visualize that any of them may be dispensable.

Nevertheless it is very important that agency heads be asked to con-
sider intermediate- and long-term budget requirements in their fields.
Quite apart from the value of obtaining this information, it is of con-
siderable educational value if the heads of the agencies and bureaus
are forced to look at their programs in a longer time perspective.

Adequate staffing arrangements are required for this work, both at
the agency level and in the Budget Bureau. The need is obviously most
pressing at the agency level, particularly since it seems undesirable
that personnel engaged on current agency problems should be too
deeply involved in future projections in any major role. There are few
persons trained to estimate agency programs for a number of years
ahead in a responsible fashion and yet imaginatively. It may be ad-
visable to coordinate their training with the Bureau of the Budget.

There will also be additional staff requirements in the Bureau of the
Budget. The Bureau already has a number of qualified persons with
experience in this field who could form the nucleus of any group deal-
ing with budget projections. However, these persons are usually
swamped with current work, and an increase in personnel capable of
performing projections work and of working well with agency per-
sonnel would be highly desirable.

POLITICAL CONSIDER ATIONS

Some skeptics, while conceding that meaningful budget projections
can be made, say that it would not be desirable to have longer term
projections prepared and published by the Government itself. Actually
the Federal Government has been preparing budget projections for
internal purposes but has rarely approved their publication.' For one
thing, it is feared that estimates concerning future years would be in-
terpreted as definite decisions. If the estimates are done in a spirit of
boldness, they may raise premature controversy. If they are done with
caution and restraint, they may bind the hands of the administration

"For a discussion of special problems pertaining to new programs. see pp. 45-46.
'The senior author cannot refrain from recording the following anecdote. In 1944. when

he was assigned the task of projecting a postwar Federal budget, he had an Interview with
a well-known admiral who was assigned to work on plans for a postwar Navy. When asked
about the Navy's thinking about the required size of annual expenditures for a postwar

Navy under general assumptions which were given to him, the only answer that could be
ohtained from the admiral was `First you have to tell me what total defense expenditures

will he. Then I can anqwer your onuestion for the Navy. The Navy always requires at least
one-third of the expendi!tures for the total Defense Establishment."

I See pp. 2-3, especially note 8.
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for future action. And there is a general and understandable tendency
in Government not to show its hand earlier than is absolutely neces-
sary. There is also sometimes the fear that showing the full future
budget impact of programs under consideration may reduce congres-
sional willingness to authorize them.

These arguments cannot easily be dismissed. But they are not
necessarily conclusive. By presenting alternative projections, based
on existing legislation and policy recommendations, on the one hand,
and on possible future changes, on the other, the difference between pro-
grams that are officially recommended and those that are under con-
sideration for future determination can be clearly demonstrated. Es-
timates for programs that are under debate will contribute toward
a better informed consideration of such programs. Nevertheless, as
was mentioned above (pp. 16-17), some time may be needed until this
difference between recommended and considered programs and policies
is fully understood. This difficulty, real as it is, should not represent
an immovable obstacle to the preparation and eventual publication of
longer term projections by the Government.

One reason why the executive branch should not only prepare but
also publish intermediate- and long-term projections is that such pro-
jections should be available to Congress. They are needed for a more
meaningful examination of budgets for the ensuing year by the Appro-
priations Committees, for a better-informed consideration of pending
tax legislation by the House Ways and Means and the Senate Finance
Committees, and especially for the appraisal of the economic outlook
by the Joint Economic Committee of Congress. The latter has been
suggested as the most logical body to examine interrelated budget and
economic projections (without going into details of appropriations or
tax legislation) and to transmit the result of its study to the legisla-
ture committees. This would probably be preferable to the revival of
the Joint Budget Comimittee. wlhose experiences were not very en-
couraging.6 It is recognized that a great deal of educational work may
be necessary before the American public will understand the proper
role and the advantages of projections of Federal receipts and ex-
penditures for a longer period ahead.

It would be the task of private research organizations to pave the
way for a better understanding of the issues involved by focusing
attention on them and by familiarizing the public with the whole con-
cept of these projections.

It is also important that the fullest amount of intelligent public dis-
cussion be stimulated by the publication of alternative projections
from Government and private sources.

PROJECTIONS OF FEDERAL RECEIPTS*

Projections of Federal revenues depend on many variables, most
of which are beyond the scope of this study. They include such vari-
ables as private investment, personal consumption expenditures, and
State and local government spending. While assumptions have been

* Ch. V.

*For a more detailed discussion, se,, Gerhard Colm, The Federal Budget and the
National Economy, Planning Pamphlet No. 90 (National Planning Association, 1955),
pp. 64 ff.
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made concerning all of them (see appendix table A-1), the study has
not been concerned with their derivation in detail.

For this reason, our revenue figures are only illustrative. This is
true particularly of model II-A, and to a lesser extent also of model
I, because the attainment of the revenue figures shown will depend on
the adoption of a number of other measures, as is outlined in the dis-
cussion of each model below.

TAX REENIUES AND TIE RATE OF ECON-Ox-C( Gnow'i'iI

The most important single determinant in any projection of Fed-
eral revenues is the rate of economic growth that is assumed for the
period under consideration. Details of the assumptions made hele for
our various models regarding growth rates are given in chapter I.
Except for a few minor adjustments, which are described under the
appropriate tax involved, no changes in legislation affecting revenues
have been assumed beyond the excise tax cuts proposed by the ad-
ministration in the January 1965 budget message.

The crucial importance of the rate of growth for all revenue esti-
mates can be illustrated by the following example. At the present time
(the first quarter of 1965) the GNP is probably about $20 and $25
billion below, the level of reasonably full employment (not more than
4-percent unemployment). Merely reaching this level of employment
would require an increase in economic activities that would raise Fed-
eral revenues by a least $.5 billion, since profits would be especially
strong in such a recovery.

Once that level of employment is attained, every $10 billion of in-
crease in GNP will result in an increase in Federal tax revenues of
about $2 billion, without any change in tax legislation. After reaching
the "reasonably full employment level" the assumed continuing rate of
growth of 4 percent annually in real terms implies an increase in rev-
enues in excess of $8 billion annually. In turn, the fact that the level
of taxation in relation to the level of expenditures is itself a very im-
portant determinant of the rate of economic growth is one of the main
reasons why budget projections in the framework of economic pro-
jections are a necessity for fiscal and economic planning. In this chap-
ter account is taken of the influence of economic growth on tax
revenue. The effect of expenditures and revenues on economic growth
has been discussed in chapters I and II.

OVERALL REVENUE PROJECTIONS

E ven a brief look at the revenue projections summarized in table 10
confirms the fact that economic growth is the main determinant of
future revenue. Under the by no means extravagant assumptions for
economic growth, Federal receipts in models II-A and II-B (accord-
ing to the consolidated cash budget) would increase by 18 percent over
a 2-year period to 1968, and by about 60 percent by 1973-assuming no
changes in present tax legislation. This increase would give an op-
portunity for an increase in needed Federal progranis, a transfer
of revenue to State and local governments, a reduction in tax rates, or
some combination of the three.
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TABLE 10.-Model I and model II: Federal receipts in administrative budget, cash
budget, and national income accounts, 1963, 1966, 1988, and 1973 '

[In billions of current dollars for fiscal years]

Projected 1968 Projected 1973
Actual Pro- I

Item 1963 posed
1966 Model Model Model Model Model Model

I 2 II-A 2 II-B 1 2 II-A 2 II-B

Gross national product -568.0 681. 5 739. 5 771.0 771.0 921. 5 1,007. 5 1,007. 5
Personal income -452.1 538. 5 586.5 604 5 604. 5 740.0 786 0 786. 0
Corporate profits- 4 6 66.0 67.5 76.1 76.1 73.5 99.5 99.5

FEDERAL RECEIPTS-ADMINISTRATIVE BUDGET AND CASH BUDGET

Individual income tax - 47.6 48.2 (12.7) (16 0) 56.0 (69.0) (76 2) 76.2
Corporate profits tax 21.6 27.6 (28 9) (31.9) 31.9 (32 0) (40.9) 40.9
Excise taxes -9.9 9. 8 (10. 5) (11.3) 11.3 (14.0) (16.0) 16.0
Estate and gift taxes -2.2 3.2 (3.4) (4.0) 4.0 (3.9) (6.0) 6.0
Customs -1.2 1.5 (1.7) (1. 8) 1.8 (2.2) 2.6) 2.6
Other -3.9 4.1 (3.7) (3.7) 3.7 (4.2) (4.5) 4.5

Total receipts, administrative
budget _

Employment taxes _
Deposits by states (unemployment

insurance)
Gasoline and other highway excises--
Other, less interfund transactions----
Less: Intergovernment transactions-

Total, net trust fund receipts-_

86.4 94. 4 (100.9) (108. 7) 108.7 (125. 3) (146.2) 146. 2

14.9 18.7 (25. 3) (26.0) 26.0 (33.8) (36.7) 36.9

3.0 2.9 (3.2) (3.0) 3.0 (5.0) (4.0) 4.0
3.3 4. 0 (4.4) (4.4) 4.4 (5.4) (5.4) 6.5
6.5 8.1 (8.8) (9.0) 9.0 (10.7) (11.1) 11.1

-4.3 -4. 5 (-4.7) (-4.7) -4.7 (-5. 0) (-5. 0) -5. 0

23.4 29. 1 (37.0) (37. 7) 37.7 (49.9) (52.2) 53. 5

Total receipts, cash budget.. 109.7 123. 5 (137. 9) (146. 4) 146.4 (175. 2) (198. 4) 199. 7
Total receipts as a percentage

of GNP -19.3 18 1 (18. 6) (19. 0) (19.7) 19. 8

FEDERAL RECEIPTS-NATIONAL INCOME ACCOUNTS

Personal tax and nontax receipts 50.1 52. 2 (57.0) (61. 0) 61.0 (74. 0) (83.3) 83. 3
Corporate profits tax accruals - 22.1 24. 7 (2. 2) (31. 0) 31.0 (31. 5) (40. 9) 40.9
Indirect business tax and nontax

accruals -15.2 16.1 (17.3) (18 5) 18.5 (23.0) (25.5) 26. 7
Contributions for social insurance- 22. 1 28 0 (33. 5) (34. 0) 34.0 (45. 5) (47. 3) 47. 6

Total, national income
accounts -109.6 121.0 (136.0) (144.5) 144.5 (174.0) (197.0) 19& 5

X Figures listed under " proposed 1966" are from the President's budget message; those listed as projec-
tions for 1968 and 1973 are based on our own assumptions for the models as given in the text.

2 Figures in parentheses are estimates that appear unrealistic in the absence of additional measures. See
also table 2, p. 9.

NOTE.-Details may not add to totals due to rounding.

It is assumed in model II-B that pressure for making up deficien-
cies in Government programs is so strong that the increase in revenue
would be used largely for financing an increase in expenditures on the
Federal or State-local level primarily through considerably increased
grants-in-aid to the States and increases in transfer payments. In ad-
dition, the substantial increases in grants-in-aid projected in model
II-B would enable State and local governments to keep local taxation
well below levels that would otherwise be necessarv. This would mean
an effective further measure of tax relief to individuals and corpora-
tions.

By contrast, in model II-A the choice is deliberately left open
whether the excess of revenues over expenditures is to be used for peri-
odic Federal tax reductions or for benefiting State and local govern-
ments by tax-sharing arrangements or a system of unconditional grants.
Conceivably a combination of all three methods could be used, par-
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ticularly if some arms reduction should prove feasible. It should be
repeated here that the revenue estimates made under the assumption
of present or presently proposed (as of January 1965) tax rates
should be regarded only as a basis from which the feasibility of, and
need for, future tax reduction could be considered. This applies espe-
cially to model II-A. Without some further measures on the tax side
the assumed rate of growth could not be expected to develop.

Similar considerations apply to model I, for which a lower rate
of growth has been assumed. Tax revenues have been worked out
accordingly. In the consolidated cash budget they will increase (from
1966) by less than 12 percent by 1968 and by 42 percent by 1973. How-
ever, in this case, too, a reduction in taxes or adoption of one of the
other measures described may be necessary, particularly for 1970
and subsequent years, in order to achieve even the more limited objec-
tives assumed for this model.

PROJECTIONS BY MAJOR TAX SOURCES

The revenue estimates have been worked out in accordance with the
projected assumptions described in chapter I (pp. 3-7). Within this
framework, estimates for the various major sources of receipts have
been worked out for the period 1967-73 for the consolidated cash
budget. Overall revenue projections have also been prepared for this
period for the administrative budget and for the receipts side of the
Federal Government sector in the national income accounts. With
some minor exceptions described under the individual tax sources, no
changes in tax legislation beyond those foreshadowed in the Presi-
dent's 1966 budget have been incorporated in the estimates. Even
though it is not reflected in the estimates, however, it is assumed that
a further tax reduction, or alternatively a tax sharing, will take place
during the period of the projections.

THE INDIVIDUAL INCOME TAX

Models II-A and II-B assume a small decline in the proportion of
GNP represented by personal income, from about 79.6 percent of
GNP in 1963 to about 78 percent in 1973. Conversely, small increases
have been assumed in the shares represented by corporate profits, de-
preciation, and indirect business taxes. These shifts do not apply to
model I, where such relationships are projected to remain practically
unchanged.

All models show a rise in actual tax collections for every year. How-
ever, because of the recent (1964) tax cut, the percentage of total GNP
claimed by the individual income tax remains below the 1963 level
throughout the entire period covered by the study. In 1973 this tax
will claim about 7.5 percent of GNP in all models, whereas the 1963
figure was 8.4 percent. In dollar terms, collections would rise from
$47.6 billion in 1963 to a 1973 level of $69 billion in model I and $76.2
billion in models II-A and II-B. The individual income tax would
account for well over 50 percent of total Federal administrative budget
receipts in all models.

CORPORATE PROFITS TAX

Ever since its enactment in 1909, the corporate profits tax has been
the most volatile of tax sources, fluctuating greatly with the ups and
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downs of the business cycle, generally with a lag of about 6 to 9 months
(reflecting the lag of tax collections behind accruals).

Our models take account of the reductions in corporate profits tax
rates of the years 1963-64 and the gradual advance of payment dates
to put the tax for larger corporations on an almost current basis.
Consequently it seemed desirable to align corporate tax receipts with
current fiscal year GNP and corporate profits figures in each case,
whereas hitherto it has been the practice to compare such receipts
with GNP and profit figures of the preceding calendar year.

In models II-A and II-B our calculations assume an immediately
rising profits trend in relation to GNP, to slightly under 10 percent of
GNP, where it is assumed to remain broadly unchanged through 1973.
(All figures are for fiscal years.) For model I the profits trend is
assumed to be considerably less favorable because the economy would
be generally less prosperous, and projected profits would amount to
only 8 percent of GNP in 1973.

In absolute terms, by 1973 the yield of the corporate profits tax is
projected to reach a level of $40.9 billion (over 4 percent of GNP) for
models II-A and II-B, and $32 billion for model 1. This would con-
stitute approximately 28 percent of total Federal administrative
budget revenues for the' "full employment" models, but only about
95.5 percent. in the case of model I.

EXCISE TAXES

WVe have assumed that the proposals in the President's budget mes-
sage for a. reduction in excise taxes as of July 1, 1965, will be enacted,
but that no further changes in existing legislation will take place.
The only exception concerns gasoline and other highway excises,
which models I and II-A assume weill continue at present rates
throughout the period under study. (At present the gasoline tax is
scheduled to drop to 1.5 cents a gallon on October 1, 1972.) Model
II-B assumes a tax rise of 1 cent a gallon starting in fiscal 1970 to pay
for an extended highway program. In absolute terms, the rise in excise
taxes (in table 10, "excise taxes" plus "gasoline and other highway
excises") from fiscal 1966 to fiscal 1973 is from $13.8 billion to $19.4
billion in model I, $21.4 billion in model II-A, and $22.6 billion in
nlldel II-B.

The old traditional taxes on alcohol, tobacco, and documents (the
last one is unimportant) are projected to show less-than-average in-
creases, although in all cases they show substantial growth in absolute
terms.

Excise taxes will continue to be an important component of total
Federal revenues, accounting for over 10 percent of total receipts from
the public in 1973 in all the models.

ESTATE AND GIFT TAXES

Estate and gift taxes have been assumed to rise more than in pro-
portion to the rise in GNP because of the fact that a rising percentage
of deceased persons will leave taxable estates and also because of the
element of progressiveness in the application of these taxes. The yield
depends in large part on asset values-stocks, real estate, etc. For
these reasons, receipts in model I are projected at considerably lower
levels than in models II-A and II-B because such asset values are
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likely to be lower in an economy with a slower rate of growth. Their
yield is projected to increase from $3.2 to $3.9 billion between fiscal
1966 and fiscal 1973 in model I and to $6 billion in models II-A and
II-B. In terms of percentages of GNP, the increase is significant only
in the last two models. And even in these models, the share of estate
and gift tax receipts in total Federal administrative budget revenues
would amount to only about 4 percent. It must be remembered that
increases in this category are held down because credits on Federal
taxes are granted for State gift and inheritance taxes, and it has been
assumed that by 1973 virtually all the States will have increased these
taxes to the point where the maximum possible Federal credit is
applicable.

CUSTOMNS DUTIES

The revenue yield of customs duties depends on two factors: gen-
eral economic conditions and U.S. tariff policy. It has been assumed
here that reasonably full employment conditions will mean a more-
than-proportionnte increase in the dollar value of imports and that
this will be only slightly offset by a further lowering of tariffs. A re-
cent Brookings study I indicates that prices of imports will probably
rise more than prices of exports.

Customs receipts are expected to rise from $1.5 billion in fiscal 1966
to $2.6 billion in 1973 (only $2.2 billion for model 1), but even by
that date, they will represent less than 0.3 percent of total GNP and
less than 2 percent of administrative budget revenues.

3ISCELIANEOUS RECEIPTS

Miscellaneous sources, including such items as interest on loans,
dividends and deposit earnings, and sales of products and property,
are so mixed and there are so many uncertain items-particularly those
arising from the disposition of federally owned assets (including the
strategic stockpile which was accumulated largely on the basis of
WTorld War II requirements)-that detailed forecasts become mean-
ingless. It has therefore been assumed that such receipts will show only
small increases during the period.

TRUST FUND RECEIPTS

Model I projections of employment taxes and voluntary payments by
the States for their employees have been worked out on the basis of
the existing law, incorporating all scheduled increases. Also included
are the increases in social security tax rates and in its tax base proposed
by the President, as -well as the proposed taxes to finance medicare for
the aged and to improve the unemployment insurance system. No
further increases in rates or base have been assumed. For all the calcu-
lations a 3-percent annual increase in wage rates has been assumed,
while for current dollar models an additional annual price increase of
1.5 percent is included (1.3 percent for model I). With unchanged ceil-
ings for contributions, this means that a slowly declining percentage of
all wage and salary payments will be covered.

MWalter S. Salant and Emile Despres. Lawrence B. Krause, Allce M. Riviln. Willinm A.
Salant. Lorie Tarshis, The United State8 Balance of Payinents in 1968 (Brookings
Institution, 1963).



1484 REVENUE SHARING AND ITS ALTERNATIVES

Model I estimates are based on a study by Robert J. Myers.2 It was
assumed that the increase in receipts due to the 1.3-percent annual price
increase projected in the model would just about offset the decrease in
revenues due to the assumed higher rate of unemployment, since Myers'
figures are based on reasonably full employment with no change in
prices. For models II-A and II-B slight increases were projected be-
cause of the assumption of an increased labor force andlower unem-
ployment, as well as slightly greater price increases. The arms reduc-
tion model shows a further small increase because of its slightly higher
civilian labor force.

Employment taxes are projected to constitute a rising portion of
federal cash receipts, increasing from $18.7 billion, or 2.8 percent of
GNP, in fiscal 1966 to $33.8 billion (model I) and $36.9 billion (model
II-B) by 1973, at which time they would account for about 3.6 percent
of GNP. By far the greatest portion of such receipts will consist of
contributions to the OASI and disability insurance trust funds. Con-
tributions to the railroad retirement fund will decline slightly though
by no means in line with the recent and anticipated future decline in
railroad employment, as it was felt that this development would not
have its full impact on these funds until well after 1973.

Employment taxes will constitute a steadily rising percentage of
all Federal receipts, rising from 13.6 percent in fiscal 1963 to between
18.5 and 19.3 percent 10 years later. However, it should be pointed out
that under less favorable employment conditions, employment tax rev-
enues would fall considerably short of the levels projected here. But,
of course, the same observation applies to all other tax sources.

For models II-A and II-B, which are based on the assumption
of reasonably full employment, the figures show only a slight rise in
unemployment tax deposits by States during the later years of the
decade, because of increases in the labor force. It was felt that even
increasing the earnings base for calculating contributions would not
make any significant difference, as under existing legislation most
States would be likely to reduce their tax rates on covered earnings
correspondingly. With nearly full employment, the estimates here
are compatible with continuous small increases in the benefits pro-
vided by the individual States. Model I figures are somewhat higher
throughout, because the slower rate of growth inherent in that
model would cause a higher rate of unemployment and this would
require larger tax deposits by the States in spite of an increasing
share of Federal support for this purpose.

Employee and agency contributions to the civil service retirement
fund (in table 10, these are included in the "other" category) are
bound to rise slowly year by year, and they have been projected
accordingly.

2Robert J. Myers, "Actuarial Cost Estimates for the Hospital Insurance Act of 1965
and Social Security Amendments of 1965." ActuaralI Study No. 59 (U.S. Department of
Health, Education, and Welfare, 1965). See also the 25th Annual Report of Federal Old-
Age and Survivors Insurance and Disability Insurance Trust Funds (Social Security
Trust Fund, Board of Trustees, 1965>.
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PROJECTIONS OF FEDERAL EXPENDITURES*

In this and the remaining chapters we undertake to project the
expenditures side of the Federal budget. In this chapter the general
assumptions underlying the projections are detailed. In chapters
VII through X the estimates under the various models are given by
functional classifications grouped under the broad categories of na-
tional security, economic development, welfare, and general gov-
ernment operations.

Our expenditure estimates follow the general assumptions out-
lined in chapter I. Expect in model I they postulate the approxima-
tion of reasonably full employment (no more than 4 percent of the
labor force unemployed) toward the end of fiscal 1967 and the
economy's ability to sustian this level of employment thereafter.

On the domestic scene, it is assumed that there will be no change
in the division of functions performed by the Federal Government and
by State and local governments. In regard to world affairs, one set
of estimates is based on a continuation of the present defense posture,
while a second set assumes that there will be some reduction in defense
expenditures.

Definitions of the three models presented were given in chapter
I, and the various combinations of defense and nondefense expendi-
ture levels were also described. Expenditure details have been
worked out under several different classifications.

The first classification shows expenditures by function and is fur-
ther subdivided by Government agency under each functional cate-
gory. These estimates have been developed in detail, but are pre-
sented here in summary form.

Because of space limitations, the classification of expenditures
by agency is presented in the appendix tables, and this too is in sum-
mary form. For the same reason, the object classification, although
prepared in detail, is not presented.

EXPENDITURE ESTIIMATES BY BUDGET CONCEPT AND FuNCTIONAL
CATEGORY

Tables 11 and 12 present our expenditure models on the consolidated
cash and the national income accounts basis for selected years. Year-
by-year tables for these, as well as for administrative budget expendi-
tures, are in the appendix (tables A-15, A-16, and A-17 for expendi-
tures). The consolidated cash budget table (table 11) is subdivided
into broad functional classifications which have been grouped into the
four "supercategories" of national security (including space and inter-
national), economic development (including education), welfare (in-
cluding agriculture), and general government operations (including
interest). The chapters that follow are also based on these four classi-
fications.

* Ch. VI.
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TABLE 11.-Afodel I and model II: Federal expenditures in cash budget by 4 major categories, 196., 1966, 1968, and 1973

[Iii billions of current dollars for fiscal years]

Projected, 1968 1 Projected, 1973
Actual, Proposed, _ _ _ _ _-_ _ _ _ _ _ _ _ _ _-_ _ _ _ _ _ _ _ _ _ _ _ _ _ _-_ _ _ _ _

Item 1963 1966 Model Model ModelI odel Model Model Model Model

1 11-Al II-A2 11-13 I Il-Al II-A2 I1-B

National security, international, and space:
National security activities I
International affairs and finance ---
Space research and technology

Total ----------------------
As a percentage of total expenditures

Economic development:
Natural resources --
Commerce and transportation - ----
Education and research-

Total -------
As a percentage of total expenditures

Welfare:
Agricultur. --. ----.-.-.-s---
Housing and community development
Health research and services
Labor and manlpower 23__________________________
Ecoisomic opportunity programs-
Public welfare services
Social insurance 3---------------------------------
Veterans' beisefits and services

Total
As a percentage of total expenditures .

General Government operations:
General government
Interest on the Federal debt -----

Total
As a perceistage of total expenditures

Total, cash budget expenditures
Less adjustments 4

Total, adjusted cash budget expenditures - 113. 8 127.4

53.4 12.1 52.8
3.8 4.2 4.8

2.6 1 .1 1 6. 0

52. 8
5. 5

4. 0

49.7 49.7
5.5 7.0
4. 0 1 7.0

13. 3
15.

6.0

13. 3
8. 1
4.0

43. 5
8. 5
4.0

43. 5
11. 8

6.5

59. 8 61. 8 63. 6 62.3 19 .2 63.7 64.8 65.8 56.0 61.8
51.7 47.9 44.0 41.9 40.7 41.0 38.0 35.6 31.8 30.8

2.5 2.9 3.3 3.6 3.6 3.9 3.9 4.4 4.4 5.0
5.8 6.5 8.1 8.7 8.7 9.2 10.4 11.5 11.5 12.9
1.2 2.6 4.3 4.8 4.8 5.3 8.0 9.5 9.5 12.5

9.5 12.0 15.7 17.1 17.1 18.4 22.3 25.4 25.4 30.4
8.2 9.3 11.1 11.7 12.0 12.0 13.2 13.8 14.6 15.1

5.7 4.1 5.0 4.6 4.6 4.3 5.0 4.6 4.6 4.1
-0.3 0.7 1.6 2.3 2.3 3.0 2.8 4.0 4.0 6.9

1. 3 2. 2 2.8 3.2 3.2 3.7 4.7 5.5 5.5 7.2
3. 5 3. 6 4.2 4.4 4.4 5.1 7.4 6.2 6.2 7.8

1.3 1.0 2.4 2.4 2.8 3.7 4.3 4.3 5.5
3.1 4.2 4.6 5.3 5.3 6.4 5.7 6.9 6.9 9.0

17.8 22.8 26.0 27.5 27.5 28.0 33.3 39.5 39.5 45.5
6.0 5.1 6.1 6.7 6.7 6.7 7.0 7.8 7.8 7.8

37.1 44.0 52.2 56.4 56.4 60.0 69.6 78.8 78.8 93.8
32.0 34.1 36.3 38.2 38.7 38.7 41.0 42.5 45.0 46.6

2.0 2.4 2.7 3.1 3.1 3.1 3.1 4.3 4.3 4.3
7.4 8.8 9.6 9.6 9.5 9.8 10.0 10.5 10.5 10.7

9.4 11.2 12.3 12.7 12.6 12.9 13.5 14.8 14.8 15.0
8.1 8.7 8.6 8.2 8.6 8.3 7.8 8.1 8.6 7.5

115. 8 129. 0 143. 8 148. 5 145. 3 155. 0 170. 2 184.8 175. 0 201.0
-2.0 -1.6 -2.0 -2.0 -2.0 -2.0 -2. 1 -2.5 -2.5 -2.5

141. 8 146. 1 143. 3 1 153. 0 167. 7 182.3 1 172.5

P1

-it

tI2

ix

F-3

;sP-1

x

'-3
112

tTJ
!

198. 5

I Includes military functions of the Department of Defense, military assistance, tie 4 These include a numsber of itemmis which cannot be assigmed to any specific catetory.
Atomic Enesgy Connalisson, and other defease-reated activities. The largest items are negative amoniits-connected with the accountiig treatment of

2 Includes unemnployiiint colmslensaitioms. agency exlmemmditnres amid salary deductions for retirement of Federal employees.
2 Excludes unemployment compiensationi.



REVEN-UE SHARING AND ITS ALTERNATIVES 1.487

TABLE 12.-Model I and Model II: Federal expenditures in the national income
accounts, 1963, 1966, 1968, and 197J

[In billions of current dollars for flscPi years]

Projected, 19G8 Projected, 19'73
Actual, Pro- ________________________

Item 1963 posed,
1966 Model Model Model Model Model Model Model Model

I Il-Al Il-A2 11-B I It-Al II-A2 Il-B.

Purchases of goods and
services -63.6 66.7 70.5 72.5 69.5 73.2 77.5 79.0 70.5 76.0

Transfer payments- 29.2 35.2 41.5 43.0 43.0 45.2 52.5 62.0 62.0 73.8
Grants-in-aid to State and

local governments - 8.3 13.0 17.5 18.5 18.5 20.5 23.5 26.0 26.0 33.5
Net interest paid -7.4 8.6 9.5 9.5 9.5 9.6 10.0 10.5 10.5 10.7
Subsidies less current sur-

plus of government
enterprises-3.8 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.0

Total -112.3 127.0 142.5 147.0 144.0 152.0 167.0 181.0 172.5 197.0
Total expenditures as a

percentage of GNP - 19.8 18. 6 19.3 19.1 18.7 19.7 18.1 18. 0 17.1 19. 6

As is apparent from table 11, our projections show very substantial
shifts among the various classes of expenditures during the period
under study. To a certain extent, such a shift is already taking place.
National security expenditures are expected to decline from 46.9 per-
cent of cash budget expenditures in fiscal 1963 to 41.2 percent in fiscal
1966 if proposed programs are carried out. By contrast. the tables
show substantial increases in economic development and welfare ex-
penditures. In our projections these trends become more pronounced.
security expenditures make up 32.5 to 37.2 percent of all projected
budgetary expenditures in fiscal 1968 and between 22 and 31.9 percent
of all such expenditures in fiscal 1973. Significant increases in relative
importance are shown by expenditures for economic development
(particularly for education), which gain from 8.2 percent in fiscal
1966 to between 13.2 and 15.1 percent of all cash budget expenditures
in fiscal 1973, and by welfare expenditures, which are projected to rise
from 32 percent to between 41 and 46.6 percent of all outlays during
the same period.

Expressed in terms of the national income accounts (see table 12)
our projections show the greatest increases in transfer payments
(mainly all kinds of social insurance and interest) and in grants-in-
aid to State and local governments. These payments increase substan-
tially because of much greater outlays in the categories of commerce
and transportation (the interstate highways program is financed by
means of grants-in-aid), housing and community development, health
research and services, economic opportunity programs, public welfare
services, and education and research. In all these categories no change
is envisaged in present Federal-State-local relationships: and in
models II-A and II-B, for most new programs, it is assumed that the
direct Federal role will be kept to a minimum in favor of State and
local responsibility.

: 1ODEL I

WVhy do the projections show an increase in expenditures even in the
model which excludes adoption of new programs? For one thing, we
assume gradually rising prices; and, more important, many existing
programs imply increasing expenditures. This is the case, for example,
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with certain grant-in-aid programs that match rising State expendi-
tures. It is true even more of many new programs proposed by Presi-
dent Johnson that are now included in the budget with relatively
small initial amounts and for which expenditures will rise in future
years. Table 13, showing planned expenditures for fiscal 1966 for
some of these new programs and the new obligational authority
requested for them, offers a good illustration of what may be expected
in future years.

TABLE 13.-Major additions to Federal programs proposed in the President's budget
for fiscal year 1966 1

[In millions of current dollars]

Administra- New
Item tion's obligationalproposed authority

expenditures requested

International: Investment in Inter-American Development Bank 25 250
Commerce and transportation:

Surface transport research -10 20
Area Redevelopment Administration 40 400
Post Offices, direct Federal construction -18 92

Education:
Assistance to elementary and secondary education-500 1,255
Academic facilities loans and grants 2'------------------------------------ 165 642
Assistance to colleges and college students -100 260

Agriculture: Rural housing insurance fund-40 100
Housing and community development:

Public assistance grants -15 150
Urban mass transportation 3_

-
------------------------------------------- 48 161

Health: Health centers, etc ---------------- 5 -------- ss191
Labor: Broadened and extended Manpower Development and Training Act. 92 140
Economic opportunity programs 4 

-
1,346 1,500

Public welfare services:
Public assistance: increased Federal share, expanded medical assistance

to needy children, etc-214 214
Other: expanded vocational rehabilitation - - 7 10

Total -------------------------------------------- 2,715 5,385

1 Proposals relating to social insurance are not included.
' Enacted in 1964, but it is estimated that only $3 million will be spent in fiscal 1965.
3 This item is not new, but there have been no major expenditures previously.
4 Some initial funds for the attack on poverty were included in the 1965 budget.
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Finally, the impact of some factors that have tended to reduce
recorded expenditures in recent years will necessarily diminish. This
applies particularly to the sale of assets by such agencies as the Vet-
erans' Administration, the Federal Housing Alministration, the
Department of Agriculture, and the Export-Import Bank.

On the other hand, some reductions in expenditures may result from
the phasing out of existing programs (for example, the program for
hardening missile sites) or from increased efficiency. While we can-
not be certain that our estimates strike the right balance between
the built-in increases and probable economies, it is clear that the
former will average between $5 and $6 billion annually in the cash
budget, based on existing and officially proposed legislation only.

DIODEL II

Model 11-A incorporates a number of new programs, in addition
to those included in model I. This results in higher expenditures,
although it is assumed that a few programs, notably in agriculture,
will decline somewhat. There are two variations to this model. The
first (model II-Al) shows the same amount of defense expenditures
as model I, while in the second (model II-2) defense expenditures are
cut back by nearly $10 billion from 1966 to 1973.

Model II-B may be called the civilian high-expenditures model.
It contains all the new programs also included in model II-A, but
projects that they will be initiated faster and on a larger scale. In
addition, in a few instances it contains expenditures for programs
that are not included in the model II-A estimates because it has been
assumed for the latter model that they will not begin until after fiscal
1973. As may be seen from table 14, the principal program increases
for all models are concentrated heavily in the welfare and economic
development fields. Under these programs considerable assistance
would be given to State and local governments, thus enabling them to
carry out their steadily growing functions with a much lower taxload
than would be possible without Federal support.
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TABLE 14.-Model II: Federal expenditures, showing increases over model I for new
or changed programs,1 cash budget, 1968 and 1978

[In billions of current dollars for fiscal years]

Item Projected, 1968 Projected, 1973

Model II-A I Model II-B Model II-A f Model II-B

National security: Gradual arms reduction 2__ -3.1 -3.1 -9.8 -9.8
International affairs and finance:

International police force-. 2 .8 1.0 2.4
Increased economic assistance .-1 .7 1.4 2.9

Space research and technology:
Reduced lunar program (stretchout) -2.0 -2.0
Accelerated lunar and increased inter-

planetary programs 1.0 -5
Natural resources: Larger reaction programs -- .1 .1 3
Commerce and transportation:

Increased highway construction - - - -1.0
Increased regional development programs

(more areas) -.-- -- -- 2 .4 .3 .6
Post Office deficit decrease - - - - -. 5

Education and research: Increased assistance
to-

Elementary and secondary education .2 .4 .5 1.2
Higher education -. 2 .5 .5 2.0
Vocational education-.1 .1 .2
National Science Foundation . 1 . 1 . 1 .3
New research programs not elsewhere clas-

sified - S m aller - -- ---rt - --g -- -- .1 .2 2 6
Agriculture: Smaller support programs -------. 4 -. 7 -.4 -. 9
Housing and community development:

Increased urban mass transportation pro-
grams-.1 .1 .1---

Increased urban renewal -1 .3 .3 .8
Increased public housing, "spot" renewal,

rent subsidy plan -.- .2 .3 7
Contingency fund -1 3
Health:

New research programs for National Insti-
tutes of Health .-- .2 .1 .5

Expanded Public Health Service and other
new health programs .3 .5 .7 1.6

Labor:
Expanded manpower programs .-1 .3 3 8
Expanded and liberalized unemployment

benefits -_- -- _-------------------- .1 .6 .5 1.2
Economic opportunity:

Larger community action programs --. 1 .2 .2 .6
Expanded job corps .1 .2 .2 .5
Expanded work-training programs and

others .2 .4 .3 .8
Public welfare services:

New "general" welfare grants .-4 1. 1 6 1.9
Expanded "nationwide" food stamp pro-

gram .1 .1 .5 .5
Increased vocational rehabilitation and

others -- - - .I .4 .1 .6
Contingency fund -. 1- 3

Social insurance:
Increased social security benefits .4 .8 2. 2 4.3
Increased medicare for the aged --- -- 1 2 2 4
Increased civil service and railroad retire-

ment pensions - -- 1 2 2 4
General medicare; private health insurance

premium subsidy - - - -2.5
Veterans benefits and services: Liberalized

benefits- - -- .6 .6 .8 8
General Government: Various programs such

as public defenders and compensation for
crimes of violence -. 1 .1 .2 .2

1 For comparison, see model I projected expenditures in table 11.
2 Not applicable to model II-Al.
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FEDERAL GONEnRINMEXT CIVILIAN PERSON-NEL

Our projections assume a negligible rise in Federal employment
during the period 1964-7 3. Reductions in civilian employment for the
Department of Defense just about offset, smaller increases in most
other agencies dealing with civilian tasks. Fluctuations are introduced
by the temporary requirements of the Census Bureau, but the overall
figure for Federal civilian employment is expected to stay close to
the 9.5 million mark., Additional factors responsible for this relative
stability of employment in the face of rising dollar expenditures are
the anticipated increases in the productivity of Federal employees,
and the greater emphasis on transfer payments and on grants-in-aid
to the States. This applies particularly to model II-B. For these
categories of expenditures, little additional manpower would be needed
at the Federal level, since the actual administration of most programs
would be at the State or local level. Thus there might be some further
increase in nondefense employment in all variations of model II, but
in models II-A2 and II-B it would be offset by lower civilian employ-
ment in the Department of Defense.

WELFARE EXPENDITURES*

This category includes many of the most important nondefense
activities of the Federal Government. Urgent needs exist in almost
every field of expenditures described in this chapter. In large part,
they are today being met from State and local funds, some with the
help of Federal grants-in-aid. The projections do not assume any
significant shift of responsibility. However, wve do assume a substan-
tial shifting of Federal funds toward increased grants-in-aid for many
of these programs in all our models, particularly in model II-B. This
would be in addition to increases of direct Federal expenditures for
these purposes. In view of the increasing importance of expenditures
in each of these fields, we are treating Health Services and Research,
Labor, Economic Opportunity Programs, Social Insurance, and Wel-
fare Services as separate functional categories. Expenditures for Hous-
ing and Community Development, for Agriculture, and for Veterans
Services are also included under this general heading.

HEALTH SERVICES AND RESEARCH

This category consists of the Public Health Service (including
National Institutes of Health), the Food and Drug Administration,
and various health-connected programs of the Welfare Administra-
tion.1 All of these agencies are in the Department of Health, Educa-
tion, and Welfare. (see table 25.)

*Ch. IX.
For details, see appendix table A-4.
Grants for maternal and child welfare, the new program of grants for maternal and

child health serviees, and the Children's Bureau. In addition, there are some foreign
research outlays as well as expenditures for St. Elizabeths and Freedmen's Hospitals III
Washington, D.C.

SO-491-67-vol. III-IS
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TABLE 25.-Model I and model II: Federal expenditures for health services and
research, administrative and cash budgets, 1968, 1966, 1968, and 1973

[In billions of current dollars for fiscal years]

Actual, Pro- Projected, 1968 | Projected, 1973
Item 1963 posed,

1966 Model Model Model Model Model Model
I 11-A Il-B I II-A Il-B

National Institutes of Health - 0.7 1.0 1.2 1.3 1.4 2.0 2. 0 2.5
Hospital construction - 0.2 0.2 0.4 0.5 0.6 0. 7 1.0 1.2
Other public health services and

other health activities 3__________- 0 .4 1.0 1.2 1.4 1.7 2. 0 2.5 3.5

Total, administrative and cash
budgets -1.3 2.2 2.8 3. 2 3.7 4.7 5.5 7. 2

Total, administrative and cash
budgets, as a percentage of
GNP -0.2 0.3 0.4 0.4 0.5 0.5 0.5 0.

I Includes nursing homes, health centers, etc.
2 Includes Food and Drug Administration and child and maternal health activities.

FOOD AND DRUG ADMINISTRATION-

Expenditures for the Food and Drug Administration have been
increasing rapidly during the last few years, largely because the public
has finally realized the importance of the agency's responsibilities.
These expenditures are bound to rise further as increasingly complex
drugs and chemicals, as well as new methods of food processing, come
to be used. However, the projected expenditures in the field, rising
to $100 million by 1973, will always remain modest relative to those of
other programs in this functional category.

PUBLIC HEALT= SERVICE

The National Institutes of Health. The chief research arm of the
Public Health Service is NIH.2 Its spectacular growth since 1953
has been assisted by the sympathetic interest taken by influential Mem-
bers of Congress, supported by public opinion. One factor contributing
to such widespread support is the fact that the largest part of NIH
budget increases has gone not to finance its centralized operations
but into research grants, chiefly to universities and research centers
all over the country. All projections point to substantial further
increases in health research expenditures as the number and remunera-
tion of researchers and the amount spent on supporting staff and equip-
ment all continue to rise. Models I and II-A assume that expenditures
will triple between 1963 and 1973, and model II-B assumes a further
rise in expenditures to $2.5 billion. However, the rate of expenditure
increases assumed in all models is well below that experienced during
the previous decade.

All other activities of the Public Health Service will continue to
receive increasing emphasis. It is expected that in the future great im-
portance will be attached to programs that will make research dis-
coveries available as quickly as is compatible with safety to all Ameri-

2The National Cancer and National Heart Institutes, as well as the Institutes for
Mental Health, Allergy and Infectious Diseases, Dental Research, Arthritis and Meta-
bolic Diseases, Neurological Diseases and Blindness, Child Health and Human Develop-
ment. and General Medical Sciences-and several independent divisions-constitute the
National Institutes of Health.
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cans, and this will mean new responsibilities for the PHS. Its two
major areas of activity are now Community Health and Environ-
mental Health.

Community Health. This program is concerned with such vital serv-
ices as worker accident prevention, chronic diseases and the health of
the aged, and activities to combat communicable diseases, including
such scourges as tuberculosis and venereal diseases. Considerable
attention will continue to be devoted to the training of nurses and other
hospital aids in order to relieve shortages in these fields.

The education assistance grants for training doctors and dentists
and funds to support medical and dental schools will have to be in-
creased considerably in order to meet the declared goal of increasing
the number of doctors by 50 percent and of doubling the number of
dentists during the next 10 years. The 1966 budget marks a milestone
in this direction. In this connection, it must be remembered that the
United States is well down on the list of developed countries in the
number of doctors per capita. Hospital construction activities funder
the Hill-Burton Act are also in this category. They have accounted for
a steady stream of expenditures designed to spread hospital facilities
more evenly throughout the Nation, and in model II-B we have as-
sumed that these will increase in the future. With the continuing rise
in the numbers of persons in the older age groups, which is bound to
occur with advances in medical science, emphasis may be shifted toward
the construction of more nursing home facilities under the Hill-Burton
program.

GCreat benefits may be expected from the proposed new program
for multipurpose regional medical complexes to provide specialized
care for major diseases, including cancer, heart disease, and mental
health, and to train specialists in these fields. This program is certain
to attract widespread support because its benefits will be quite apparent
throughout the Nation, particularly in areas where such specialized
treatment has not been readily available in the past. Advances in the
field of mental health and new progress in treating the problems of
aging are expected to be specially noteworthy.

Environmental health. Progress in environmental health activities
is likely to be equally marked during the coming decade. This expecta-
tion applies particularly to the crucial fields of water supply and
water and air pollution control and to the expanded grant program
for the construction of waste treatment works and of adequate sewers.
It is assumed that public needs in these fields will receive increasing
recognition and that this will be reflected in appropriations. Increased
resources will also be devoted to studying the health consequences of
the use of pesticides and chemical fertilizers. In all these endeavors,
cooperation with State and local agencies is expected to continue.
with the Federal Government possibly giving additional financial
inducements to State and local authorities. Other areas of increasing
expenditures will deal with the problems of waste disposal and the
construction of an Environmental Health Center for supervising and
centralizing research in the whole field.
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HEALT11-CONNNECTED WELFARE PROGrZAMS

Material and child health care. This field, which has been the
responsibility of the Children's Bureau of HEW, Will also receive
increasing attention. The Nation's record of infant mortality is far
from enviable, and the rate is higher than in many other advanced
countries. Since there is a pronounced correlation between family
income levels and infant mortality, increasing stress will be laid on
treating this problem on a broader social basis. This will call for
higher expenditures, both to keep up with an increasing population
and to upgrade the services provided. School health services are an-
other "underdeveloped" segment, and they will receive increasing
attention as all medical science makes progress toward stressing pre-
ventive medicine and treatments

Aifseellaneous health services. These will share in the broad up-
ward trend of expenditures. They comprise a great many activities,
ranging from Indian health facilities, and general purpose Public
Health Service hospitals, to the compilation of health statistics, to
appropriations for retirement pay for commissioned officers of the
Public Health Service and the Surgeon General's Office. St. Elizabeths
and Freedmen's Hospitals must also be mentioned in this connection.

LABOR AND MANPOWER, INCLUDING THE U-NEEMPLOYMrENT INSURANCE
TRUST FUND

While the activities of the Department of Labor include a con-
siderable number of disparate operations, from an expenditure point
of view two of these stand out far above all others: expenditures
devoted to manpower development and training and the Unemploy-
ment Insurance Trust Fund.4 (See table 26.)

TABLE 26.-Model I and model II: Federal expenditures on labor and manpower,
administrative budget and cash budget, 1963, 1966, 1968, and 1973

fIn billions of current dollars for fiscal years]

Projected, 1968 Projected, 1973
Actual, Pro- l

Item 1963 posed,
1966 Model Model Model Model Model Model

I II-A II-B I II-A II-B

Manpower administration -0.1 0. 5 0.8 0. 9 1.1 1.0 1.3 1.8
Others -0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2

Total, administrative budget. 0.3 0.6 0.9 1.0 1.2 1.2 1.5 2. 0
Unemployment Insurance Trust

Fund I 3.8 3.3 3.6 3.5 4.0 6.2 4.7 5.8

Total, cash budget 2_ ----- - 3.5 3.6 4.2 4.4 5.1 7.4 6.2 7.8
Total, cash budget, as a per-

centageo f GNP. --- - 0.6 05 0. 6 0.6 0. 7 0.8 0.6 0.8

1 This fund combines the expenditures of the Federal-State and railroad unemployment systems.
2After adjustments for interfunsd transactions and intergovernmental transfers.

NOTE.-Details may not add to totals due to rounding.

3Model II-B includes expenditures of $900 million annually for a comprehensive school
health service for up to 15 million children from disadvantaged families too poor to pay
for regular medical attention.

I Contributions to the unemployment funds paid on behalf of Federal employees are
also of some importance here.
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It must be expected that the Department's major functions will
become increasingly important. They comprise all matters con-
cerned with labor-management relations, a field that is certain to be-
come more crucial if the hoped-for productivity gains and effective
labor-management wage-price guidelines are to be realized. They
also include all matters affecting wage and labor standards' and the
functions of the Bureau of Labor Statistics the Bureau of Interna-
tional Labor Affairs, and the Secretary's and Solicitor's Offices.

While all these activities are projected to show increased expen-
ditures, they are relatively small compared to the outlays for the
MLanpower Administration, which are scheduled to account for
nearly 90 percent of total expenditures in this classification in the
1966 administrative budget. Nor is this proportion likely to change
significantly in the future. Present and future technological develop-
ments make for a much more rapid obsolescence of job skills, and it
cannot be taken for granted that persons who already have skills
may not have to acquire different ones several times during their
working lives. Retraining programs are expected to include about
2(60,000 adults and youths in 1966. This figure is expected to go up
for all our models, as is the expenditure per individual participating
in these programs. Model I1-B envisages that during the early 1970's
about 1 percent of the labor force may be in retraining programs
every year if unemployment is not to exceed 4 percent. This would
mean providing facilities for about 850,000 persons, and expendi-
tures for this one program may well reach $1.3 billion by 1973.

It is also anticipated that the Manpower Administration will
intensify efforts to provide youth employment opportunities, and
this will require additional amounts to be provided in the administra-
tive budget as well as in the trust funds. By contrast, appropriations
for unemployment benefits to Federal employees and ex-servicemen
are not expected to rise significantly, higher benefits probably being
offset by fewer claimants.

By far the largest disbursements under the jurisdiction of the
Department of Labor are from the Unemployment Insurance Trust
Fund. These finance the administrative expenses of the former Bu-
reau of Employment Security as well as all Federal and State expen-
*litures in connection with the U.S. Employment Service, in addition
to actual benefit payments. (See table 27.) For 1966, administrative
expenses at all levels are scheduled to exceed $500 million. It is
expected that in future years substantial improvements can be made
in the USES, greatly extending the scope as well as the quality of
its services. This will result in increased expenditures, particularly
under model II-B. Projected unemployment compensation payments
depend on several contingencies. -Most important of these is the rate
of economic growth that is assumed and the unemployment rates
that are regarded as compatible with such assumptions. In this study
we have assumed an unemployment rate of 4 percent for models II-A
and II-B. Model I, based on only present and officially proposed
programs, cannot be regarded as consistent with full employment
aspirations, particularly over the medium and lonoer term. Under
this assumption a rate of unemployment of over 7 percent would

5 Expenditures for Federal employees' accident compensation claims are in the functional
category of General Government Operations.
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have to be expected by 1973, which would mean sharply increased
payments for unemployment benefits. This is reflected in the model
I expenditure figures, which are higher than those under model II-A
in this category.

TABLE, 27.-Model I and model II: Rate of unemployment, rate of insured
unemployment, and benefit payments, 1963-73

Net Benefit payments from
unemployment Rate of insured unemployment insurance
rate (percent) unemployment (percent) I trust fund (billions of

Fiscal year ~ ~~~~~~~~~~~~current dollars) 2

Models Model Model Model Model
Model I II-A and Model I fl-A II-B Model I I1-A II-B

II-B

Actual:
19633..........- .... 5.7 ----- 4.4 ------ ---- 3.0 -----
1964 --------------- 5.0 ----- 3.8 ---------- 2.8-----
1965 (preliminary) -------- 4.8 ----- 3.7 ---------- 2.7 -----

Assumed: 1966----------- - 4 45 ----- 43.4 ----- ----- '42.7 -----
Projected:

1967-----------5.4 4. 0 4.3 3.2 3.5 3.0 2. 7 3.0
1968-----------5.7 4. 0 4.6 3.3 3.6 3.3 2.90 3. 41969-----------6.0 4. 0 5.0 3.3 3.7 3.8 3. 0 3.8
1970-----------6.3 4.0 5.3 3.4 3.8 4.2 3.2 4.2
1971-----------6.6 4.0 5.6 3. 4 3.9 4.7 3. 4 4. 61972-----------6.8 4.0 4.9 3.5 3.9 5.1 3. 7 4.81973 ----------- 7.1 4. 0 6.2 3.5 3.9 5.5 4.0 5.0

I Models I and fl-A assume the introduction of Federal minimum standards of unemployment compen-
sation and a gradual liberalization of the earnings base to $5,600 by 1973. Model II-B assumes further liberali-
zation of standards and beneftis.

2 This fund combines benefit payments under Federal-State and railroad unemployment systems.
IFor 1963 through 1966 identical figures are assumed for all models.

I For fiscal 1966, this is the official budget figure.

Another very important assumption concerns the extent of coverage
(at present only about 60 percent of the total labor force is covered)
and the size of benefits, which currently replace only about 25 per-
cent of all labor income lost because of unemployment. Extensive
imnprovements are projected for all our models; for model II-B we
assume nearly full coverage at a benefit level approximating 60 per-
cent of lost labor income for the overwhelmi'ng majority of cases.
This would raise the benefit payments to nearly $5 billion by 1973.
A possible projection of unemployment benefit payments under these
assumptions is shown in table 27.

ECON03.11 OPPORTUNITY PROC.RAMEs

The Economic Opportunity Act was passed in 1964 to combat pov-
erty in both urban and rural America. The program authorized under
that legislation is included here. (See table 28.) Some of the com-
ponent programs are under the direct jurisdiction of the Office of Eco-
nomic Opportunity (which was created by the act) in the Executive
Office of the President, and some a-re administered by other agencies,
with OEO exercising coordinating jurisdiction. It operates fromt
funds appropriated to the President. The -whole program is still in
the experimental stage a-nd liable to changes in emphasis and direc-
tion. However, the projections reflect our conviction that it will Con-
tinue to expand during the period under discussion, because the needs
are manifest and many of the causes of poverty can be cured only
on a long-term basis. The economic opportunity program puts heavy
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emphasis on youth activities for two reasons. First unskilled young
people are having great difficulty in finding employment. Second,
poverty is self-perpetuating from generation to generation, and it is
considered best to break this cycle with the generation just entering
adult life.

TABLE 28.-Model I and model II: Federal expenditures on economic opportunity
programs, administrative and cash budgets, 1966, 1968, and 197J

(Amounts In billions of current dollars for fiscal years]

Projected, 1968 Projected, 1973
Pro - _ _ __ ___ _ _ _ _ _ _

Item posed,
1966 Model Model Model Model Model Model

I Il-A II-B I II-A I-B

Community action -0.5 0. 7 0.8 0. 9 1.2 1.4 1. 8
Job Corps -. 3 .4 .6 .7 .9 1.1 1.4
Work and training programs ------ - .5 .7 .8 .9 1.3 1.4 1.8
Other- .1 .1 .2 .3 .3 .4 ._

Total, administrative and cash budgets. 1.3 1.9 2.4 2.8 .7 .3 5.5

Total, administrative and cash budg-
ets, a a percent of GNP- .2 .3 .3 .4 .4 .4 .5

NOTE.-Details may not add to totals due to rounding.

Economic opportunity programs can be classified under four main
headings: Community Action programs, the Job Corps, Work and
Training programs, and miscellaneous measures. Community Action
programs are the largest of these in terms of expenditures. The ra-
tionale behind this emphasis is that a successful attack on poverty
can best be conducted at the local level by persons and local organiza-
tions acquainted with the problems of the poor in their own com-
munities. These programs are designed to provide a framework for
coordinating existing policies and programs and to fill any gaps that
may be found. Considerable emphasis is laid on small-scale research
programs to identify the causes of poverty and on preschool pro-
grams for culturally deprived children. Remedial reading, literacy
courses, local leadership courses, and a host of other services are in-
cluded in these programs, for which the Federal Government pro-
vides 90 percent of all needed funds. We project an increase in the
1966 level of expenditures of slightly under half a billion dollars to
about $1.2 billion in 1973 under existing policies (model I) and over
$1.8 billion for model II-B.

The Job Corps program is among the most important of the youth
activities. One part is designed to operate in small rural centers,
where young men will be engaged in conservation work, combined with
an educational program designed to raise the level of their basic edu-
cation. Sixteen thousand youths are expected to be enrolled in these
rural centers by the end of fiscal 1966. This program is projected to
grow very considerably to an annual intake of about 40,000 youths
n model I, rising to over 60,000 in model II-B. The urban part of the

program will provide young men and women with more specialized
vocational training as well as an improved general education. At the
end of fiscal 1966, 24,000 young people are expected to be enrolled
in these urban centers, and our projections foresee a rise similar to
that in rural centers, to about 60,000 in model I and over 100,000 in
model II-B by 1973.
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*Work and Training programs consist of the Neighborhood Youth
Corps, the College Work- tudy program, and the Work Experience
program. The first two of these are designed for young people. The
Neighborhood Youth Corps offers full-time and part-time work to
young people 16 to 21 years of age to give them some work experi-
ence and added income and thereby prevent them from becoming
school dropouts. Those already out of school, in addition to obtaining
work experience and incomes, also benefit from remedial education
and counseling. It is anticipated that 990,000 youths will be served by
the Neighborhood Youth Corps in fiscal 1966, and our projections fore-
see considerable further growth as the program becomes better estab-
lished. By 1973 there -will be more than 20 million people in the eligible
age group.

The College Work-Study program, from which over 100,000 young
people are scheduled to benefit in fiscal 1966, is designed to enable
academically qualified students fromn low-income families to remain
in college by providing summer and part-time jobs. All of our models
provide for considerable increases in the scope of the -work-study
programs.

In contrast to these measures, whose purpose is to help young people,
the Work Experience program is designed for needy, low-income
adults to enable them to acquire needed skills and to become self-
supporting. It is intended primarily for relief recipients and is used
in conjunction with existing State and local programs. In 1966,
1 12,000 persons are scheduled to be enrolled in this program. The pro-
jections assume significant increases in the number aided under the
program through 1973, to around 200,000 persons in model I and to
300,000 in model II-B. Altogether, work and training programs, esti-
mated to cost slightly under $0.5 billion in 1966, are projected to show
growth similar to that of the Community Action programs to about
$1.2 billion in model I and to more than $1.8 billion annually in model
Il-B.

Of the important miscellaneous programs in this category, the adult
literacy program may well reach a peak of 150,000 persons in a rela-
tively short time. However, it is hoped that before the end of the period
under discussion, the need for long-term continuation of this program
wil have declined because of the provision of a better educational base
in schooling for underprivileged children. On the other hand. the
VISTA (Volunteers in Service to America) program may well ex-
pand considerably from its small base of 5,000 persons in fiscal 1966:
this program is designed to develop into a domestic Peace Corps and
may well attract many who wAant to offer their services on a full- or
part-time basis with little or no remuneration. Retired persons and
housewives are obvious examples, and the tasks that await these volun-
teers are manv and varied.

The granting of "very small ' loans to farms families and very
small businesses may well expand somewhat in the future. However,
this activity will remain one of the less important ones under the Eco-
nomic Opportunity Act, largely because the individual amounts in-
volved will continue to be small.

It may be asked why we have assumed such significant increases
for Economic Opportuinity programs if we postulate that the United
States is going to be reasonably prosperous. There is no real contradic-
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tion here once it is realized that standards of what constitutes poverty
are likely to shift upward in line with the general level of incomes.
Our projections for models II-A and II-B also assume an extension of
most of these programs to include older people, and II-B assumes
that some new programs would be started.

PUBLIC WELFARE SERVICES

Public welfare services include most of the functions discharged
by the Welfare Administration and by the Vocational Rehabilitation
Administration of the Department of Health, Education, and Welfare,
as well as the school lunch, milk, and food stamp programs of the
Department of Agriculture. (See table 29.)

TABLE 29.-Model I and model II: Federal expenditures for public welfare service,
administrative and cash budgets, 1963, 1966, 1968, and 1973

[Amounts in billions of current dollars for fiscal years]

Actual, Pro- Projected, 1966 Projected, 1973

Item 1963 posed,
1966 Model Model Model Model Model Model

I Il-A II-B I II-A 11-B

Grants to States l 
2. 7 3 . 5 3 . 8 4. 2 5 . 0 4 . 6 5. 2 6. 8

Vocational Rehabilitation Adminis-
tration .1 .2 .2 .4 .5 .4 .5 .7

Department of Agriculture pro-
grams 2

- . 3 . 5 . 6 . 7 . 7 . 7 1 .2 1. 2

Contingencies and new programs - .2 - l .3

Total, administration and
cash budgets -3.1 4. 2 4. 6 5. 3 6.4 5.7 6.9 9.0

Total, administrative and cash
budgets, as a percent of
GNP -- .6 .6 .6 .7 .8 .6 .7 .9

I Includes programs for old-age assistance; medical assistance for the aged; and aid to dependent children.
the blind, and the totally and permanently disabled.

2 Includes school lunch, milk, and food stamp programs.

NOTE.-Details may not add to totals due to rounding.

By far the largest item of expenditures consists of grants to the
States for public assistance. This includes programs for old-age as-
sistance, medical assistance for the aged, and aid to dependent chil-
dren, the blind, and the permanently and totally disabled. At present,
no Federal funds are granted for contributions to the general assist-
ance programs of States and localities.

Under our assumption of reasonably full employment, the public
assistance caseload would be expected to show first a decrease and
later, after the reasonably full employment level has been reached,
only small increases in line with population trends. However. welfare
expenditures cannot be viewed in isolation. They depend on general
economic conditions and also on the content of other social programs
(Federal, State, and local). Furthermore, rising standards may be
reflected in the field of welfare expenditures as in all other segments
of the U.S. economy. This is taken into account, particularly in our
assumptions as to the costs of the various service programs, which are
projected to rise by a large amount. Conspicuous among these is the
new program of medical services for needy children. Expenditures for
the Bureau of Family Services, the Office of Aging, and programs to



REVENUE SHARING AND ITS ALTERNATIVES

combat juvenile delinquency are also assumed to show substantial
increases.

The efforts of the Department of Health, Education, and Welfare
in the field of vocational rehabilitation are concerned with persons
who are suffering from physical and mental disabilities. (General
retraining programs are under the jurisdiction of the Department
of Labor.) We have projected appreciable increases in the expenditures
for the Vocational Rehabilitation Administration because it has been
assumed that much more stress will be laid on rehabilitating mentally
handicapped persons in future years.

All models show significant increases for the school lunch and special
milk programs, due chiefly to increasing school enrollments and the
inclusion of more school districts. The food stamp program would be
increased to embrace many additional areas, and in models II-A and
II-B it would be nationwide in coverage. Beyond the present pro-
grams both models II-A and IT-B envisage that in future years Fed-
eral contributions for general public assistance payments will be forth-
coming and that new programs for providing much better facilities
for preschool and school-age children of working mothers, as well as
for preschool assistance for children from low-income families, will
be enacted.

While a number of other plans for general welfare programs have
been actively discussed, the authors have not included them in their
projections because it was felt that no public consensus on the pro-
grams could be expected by 1973, particularly if conditions are gen-
erally prosperous. These programs include a comprehensive system
of family allowances for children (possibly limited to children after
the first or second) or a system of income maintenance payments for
the poorest segment of the population. In both cases, costs might be
about $15 billion by 1973, or about 1.5 percent of GNP. Family allow-
ances are paid in Canada and have been introduced in most Western
European countries. The cost calculation has been based on a rough
adaptation of the Canadian scale of benefits, with some increases. Fam-
ily allowances (which could be subject to income tax) have had their
advocates in this country for many years. Their adoption, however,
is rendered doubtful by current generally prosperous economic con-
ditions and by the increasing concern felt by many over undue popula-
tion increases, particularly among low-income families.

On the other hand, a system of income maintenance payments for
the poorest segment of the population has found an increasing number
of advocates. A variation of this idea is the concept of a "negative
income tax" advocated by Prof. Milton Friedman of the University of
Chicago as a substitute for all other welfare programs. The cost esti-
mate of about $15 billion or slightly more is based on a minimum family
income of $3,000 for fiscal 1973, with somewhat more than half this
figure for single-person consumer units.6

It must be emphasized that not all welfare programs discussed would
be additive. For example, the income maintenance proposal would cer-
tainly reduce public assistance caseloads substantially, and while this
would benefit mainly State and local government finances, there would
also be significant savings in Federal expenditures. Another example

I See also James N. Morgan, et al., Income and Wealth in the United States (McGraw-
Hill, 1962).
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is the food stamp program, which could probably be entirely discon-
tinued if an income maintenance plan were adopted, unless it is con-
tinued primarily as a farm support measure. These various welfare
)lans are discussed in some detail because, while we do not believe it

likely that they will be in force by 1973, there is a good chance that
some of them will be adopted in the later 1970's. Model IH-B includes
a contingency fund for future programs in this field.

SOCIAL INSURANCE 7

By far the most important social insurance program is the social
security program, which is administered by the Social Security Ad-
ministration and financed through the Old-Age and Survivors Insur-
ance and Disability Insurance trust funds.8 The civil service retire-
ment and the railroad retirement trust funds are also treated here.
(See table 30.) Since its inception 30 years ago, the social insurance
system of the United States has been improved periodically. While our
model I estimates are worked out on the basis of present law and in-
corporate President Johnson's budget message proposals (including
medicare for the aged), it would be unrealistic to believe that during
the next 8 years no further improvements would be built into the
system.

TABLE 30.-Model I and model II: Federal expenditures for social insurance,'
administrative and cash budgets, 1968, 1966, 1968, and 1973

[In billions of current dollars for fiscal years]

Projected, 1968 Projected, 1973
A ctual, Pr - , _ _ -_ _ _ - - _ _ _-_ _ _

Item 1963 posed,
1966 Model Model Model Model Model Model

I II-A Il-B I II-A IH-B

Old-age and survivors, and disability.
insurance trust funds -15.8 20.4 21.4 22.4 23.1 26.5 32.5 235.7

Medicare for the aged - - -1.9 2.0 2.1 3.0 3.2 3.4
Civil service and railroad retirement

trust funds 2.3 2.8 3.1 3.2 3.5 4.0 4.2 4.4
Transfers from administrative

budget:
Health insurance premium sub-

sidies ------------------------- 0.1 2.5
Transfer to OASDI -- (2.0)

Totalcashbudget...- 17.8 22.8 26.3 27.5 28.0 33.3 39.5 45.5
Total, cash budget, as a per-

centageof GNP- 3.2 3.5 3.5 3.6 3.7 3.6 3.9 4.5

I Excluding unemployment insurance.
tIncludes transfers of $2 billion from administrative budget.
Included in figure for OASDI.

4 After adjustments for interfund transactions and intergovernmental transfers.

NOTE.-Details may not add to totals due to rounding.

Thus model II-A assumes that social security benefits will rise in
line with increases in the cost of living, with an additional annual
improvement factor of 1.5 percent, resulting in a total increase in
benefits of 3 percent a year. Model II-B makes the further assumption

" Unemployment Insurance is Included in the section on Labor and Manpower.
8 The only significant Items financed from general revenues are two proposed expendi-

tures; the first would appropriate funds to pay for the liability incurred by the Govern-
mnent for military service credits, and the second would finance hospital benefits for aged
persons who are not covered by social security.
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that an annual improvement factor of about 3 percent will be built
into the benefit system, resulting in a total increase in benefits of 4.5
percent a year. Similarly, both models II-A and I1-B assume increases
in the civil service and railroad retirement pensions and in the pay-
ments for medicare for the aged.

Model I estimates of OASDI expenditures and of the costs of medi-
care for the aged are based on estimates of Robert J. Myers, Chief
Actuary of the Social Security Administration, with some adapta-
tions.' Estimates in models II-A and II-B are based on the same fig-
ures and include the improvement factors mentioned above. In the case
of model Il-B, the higher improvement factor will cause expenditures
to exceed trust fund revenues after 1970. The difference could be met
either through increased contributions from employers and employees
or in part through a transfer from general revenues (the administra-
tive budget). The latter method is used in most countries of Wlestern
Europe. We have assumed that a contribution from general revenues
to the extent of $2 billion will be made for this purpose in fiscal 1973,
and this is reflected in administrative budget expenditures for that
year.10 The costs of medicare for the aged include only those incurred
for social security recipients, at present about 85 to 90 percent of all
persons over 65 years of age, with costs for the remainder being met
from the general welfare budget; however, with the passage of time
nearly the entire population in this age group will be covered through
the social security system, and this is reflected in the cost estimates.

Estimates of OASDI expenditures in models 1I-A and especially
II-B assume that by 1973 "'public social security" will form the base
for a widespread system of supplementary private pension schemes
covering virtually all occupational groups, and that such private bene-
fits will be transferable from job to job as are public benefits. This
combination would for the first time constitute a really comprehensive
system of caring for the needs of all Americans of retirement age.

Additionally, model II-B assumes the establishment of a trust fund
to help all Americans meet the rapidly growing costs of adequate
health care, not indeed by providing universal medical care, but possi-
bly by establishing a system of insurance premium subsidies to enable
American families to meet the growing costs of constantly improving
standards of adequate health care through private insurance protec-
tion. A sum of $2.5 billion is estimated for this purpose in fiscal 1973,
to be financed by contributions from the administrative budget. Janu-
ary 1, 1973 is assumed as the starting date for the program. In model
II-A a later effective date is assumed, and only a nominal amount is
shown for preparatory expenditures. Should the need for such a de-
velopment be regarded as not proven, particularly because of the special
new programs for the aged and for needy children, it should be borne
in mind that private consumer expenditures for medical care increased
at an average rate of 8 percent annually during the period 1950-62
and that a continuation of this rate would mean total annual expendi-
tures approaching $55 billion by 1973.

9U.S. Social Security Administration Actuarial Cost Estimates for the Hospital Insur-
ance Act of 1965 and Social S'

4
ccnrity Amendments of 1965, Actuarial Study No. 59

(January 1965).
10 We nave not assumed that this "improvement factor" will go so far as to embrace the

concept of "dynamic" pensions, which is in force in Germany and under which benefit
payments are calculated and revised with reference to recent earnings in the retired indi-
vidual's former occupation. However such a plan may well gain acceptance in the future,
particularly since somewhat similar provisions are already in force for U.S. military
pensions.

1502



REVENUE SHARING AND ITS ALTERNATIVES 1503

In general, social insurance cost projections assume that such ex-
penditures will be fitted into the pattern of the Nation's war on poverty
and that they represent an important weapon in this struggle. Even
with the "improvements" assumed in mode II-B, and when combined
with welfare and other social programs, as a share of GNP these
would still be below the level of current social welfare expenditures in
Germany and France. It is anticipated, however, that in the next
decade, most Americans will be able to regard these public benefits not
as their only source of retirement income but rather as a secure base
for additional privately financed benefits.

VETERANS BENEFITS AND SERVICES

The principal expenditures in this category (see table 31) are for
service-coimected disability compensation, non-service-connected dis-
al)ility pensions, hospitals and medical care, readjustment benefits, and
other benefits and services. There are also various trust funds, the most
important one of which is for the veterans life insurance program.

TABLE 31.-Model I and model II: Federal expenditures for veterans benefits and
services, administrative and cash budgets, 1963, 1966, 1968, and 1973

tIn billions of current dollars for fiscal years]

Fiscal year As a per- Models l1-A As a per-
Model I centage of and 1l-B I centage of

GNP GNP

ADMINISTRATIVE BUD.ET

Actual, 1963 -5.2 0.9
Proposed, 1966 -4.6 7
Projected:

1968 -5.7 .8 6.2 0. 8
1963 -6.6 7 7.4 .7

CASH BUDIET
Actual, 1963 -6.0 1.1
Proposefa, 196 - 5. 1 7
Projected:

196S -6.1 .8 6.7 .9
1973 -7.0 .8 7.8 .8

I Model II-A projections are the same as for Model II-B.

The largest expenditures by far for compensation for service-con-
nected disability and death, scheduled to run at $4.1 billion in fiscal
1966. In future years the number of compensation cases is likely to
fall slightly year by year (see table 32), but in our projections average
benefit payments rise, and for the period under discussion this will
more than make up for the declining caseload.
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TABLE 32.-Projected veteran population in civilian life and number receiving
compensation and pension payments, 1963, 1968, and 1978

[Fiscal years]

Projected
Item Actual, 1963

1968 1973

Veterans in civilian life (in millions) I -22.0 21.1 20. 0

Under 55 years of age --- 18.4 16.7 13.6
55 to 64 ------------- 1.3 2.3 4.3
Over64-2.3 2.1 2.1

Compensation claims (in thousands): 2
Disability cases - --- --------------------------- 1,987 1, 996 1,996
Death cases -------------------------------------- 375 360 349

Pension claims (in thousands): 2
Disability cases --------------- 1,182 1,240 1,200
Death cases -------- ----------------------------- 779 1,045 1,250

I On June 30 of each year.
2 Average number of cases during fiscal year.

Source: Estimates based on figures supplied by the Veterans' Administration, October 1964, as revised.

By contrast, costs of pensions paid to veterans and their survivors
for non-service-connected death and disability have been rising and
will soon exceed those of service-connected compensation. Moreover,
this trend is likely to continue. As of 1965, World War I veterans and
their dependents constituted about 70 percent of the caseload, but
payments to veterans of World War II and the Korean conflict and
their survivors must be expected to rise as increasing numbers of
veterans reach ages at which the rates of disability and mortality
mount.

We have assumed in model I a continuation of the veterans compen-
sation and pension programs provided for in existing legislation, but
models II-A and II-B include the cost of a number of proposed in-
creases.'" The total cost would amount to nearly $800 million annually
in fiscal 1967, gradually declining to a rate of over $600 million by
fiscal 1973, as the number of World War I veterans declines. With
the general improvement of old-age benefits we assumed that the
pressure for special veterans' benefits will diminish.

HOSPITAL AND MEDICAL CARE

At over $1.2 billion, expenses for hospital and medical care are
large and must be expected to increase further under the double im-
pact of increasing medical and hospital costs and the higher age distri-
bution of the veteran population. It should also not be forgotten that
the quality of services provided to veterans has been continually im-
proved. Hospital construction costs will be a continuing item, particu-
larly because of modernization requirements and population shifts.

READJUSTMENT BENEFITS

Expenditures for veterans' education are expected to decline in
model I. Under existing law, they will concern only orphans of war
veterans because the program for Korean war veterans has expired.

"We have not Included the American Legion proposal for a general pension of $100
monthly for all World War I veterans.
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The sale of certificates of participation in the direct housing loans
and housing loan guarantees for veterans have given these programs
net receipts in recent years. This is expected to continue, though on a
declining scale, because the portfolio of desirable loans is shrinking.
In addition, veterans' benefits under this program are running out
gradually. Extension of all GI bill benfits (education, insurance,
housing) to all post-Korean servicemen has been suggested. We as-
sumed that some new veterans' legislation might be adopted before
1973 and therefore have included a contingency allowance in models
II-A and II-B.

PERSONNEL AND ADMINISTRATIVE EXPENSES

The Veterans' Administration has an outstanding record of achiev-
ing a greater productivity in its operation, undoubtedly helped by
automation. This trend is expected to continue, and we have assumed
a gradual decline in the number of personnel, except in the medical
care category.

Trust fund expenditures are confined almost exclusively to pay-
ments under the veterans' life insurance program. We have projected
that these will remain in the range of $450 to $650 million, depending
partly on the choice of dates for insurance dividend disbursements.

AGRICULTURE

Practically all programs in this functional category are the respon-
sibility of the Department of Agriculture. The only significant excep-
tion is the Farm Credit Administration, which is a public enterprise.
Its activities are important only in connection with trust fund expend-
itures and affect the consolidated cash budget.

The Department of Agriculture's farfiung activities reach into al-
most every county across the Nation. Most of its responsibilities are
included in this functional category, with the exception of the Food-
for-Peace program already discussed under International Affairs
and Finance (in ch. VII); the milk, school lunch, and food stamp
programs, which fall under the Public Welfare Services category
above; and the Forest Service, which is treated under Natural Re-
sources (in ch. VIII). Because the Department carries on many varied
activities, in any projection of its future role, each of its major compo-
nents must be examined if the aggregate figures are to be meaningful.12

For the program component that includes the Agricultural Sta-
bilization and Conservation Service and the Soil Conservation Service,
we have assumed a slowly rising trend of expenditures throughout the
period under review for all models. We feel that whatever changes take
place in agricultural price-support policy, farm income v ill continue
to be supported by a variety of devices, and that these programs will
figure prominently among them. This does not imply that exactly too
same measures wfill be used in the future. However, such prograirs -s
watershed and flood protection, conservation operations, and semen
aspects of the soil bank- will not disappear without similar ones rep lac-
ing them. Further, it is likely in the case of program changres that the
shift in expenditures will be toward these items. W1,hile for the D)Dart-

12 These are the Agricultural Stabilization and Soil Conservation Service, the Commodity
Credit Corporation. anti the Fa-rmers Home Administration.
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ment as a whole some net reduction in expenditures has been assumed,
this does not rule out substantial shifts among the various types of ex-
penditures. In the budget's functional classification, expenditures for
farm income stabilization, including those for price-support programs,
make up 70 percent of all expenditures for agriculture and agricultural
resources. This implies that there may be considerable flexibility in the
choice of methods to achieve this objective.

Commodity Credit Corporation operations, which account for about
50 percent of all departmental expenditures today, are projected to
run at lower levels than in the early 1960's, with a gradual decline to
1973. For models II-A and II-B we have assumed a radical change to
a greater emphasis on income payments on a per farm basis, accom-
panied by a drastic reduction in price supports. These would be
retained only to put a low floor under prices (possibly at 50 percent
of a revised parity formula), and this implies reliance on the free
market for nearly all sales of agricultural commodities. However, since
Congress will probably not agree to a drastic cut in farm incomes for
smaller farmers, income payments will continue to be sizable. Of course
a newv office might be set up to administer such payments, but it seems
best to discuss them in this context, since they w'ould be designed to
replace most Commodity Credit Corporation expenditures.

Another major component consists of the Rural Electrification Ad-
ministration and Farmers Home Administration. Concerning the lat-
ter, it is anticipated that the direct loan program will be replaced by
a proposed loan insurance program for rural housing, resulting in
considerable budgetary "savings." As to the Rural Electrification Ad-
ministration, in models II-A and I-B it is assumed that the practice
of making loans at 2-percent interest will be replaced entirely either
by financing through the private market or at the very least on terms
not more favorable than the interest costs on such loans to the Govern-
nient. All models assume acceptance of the President's proposals that
the REA be given authority to operate a revolving fund. This would
result in an equal decrease in budget expenditures and receipts.

In contrast to these major programs, the host of functions performed
by the Department of Agriculture in a variety of smaller programs
will continue to expand. They include the Extension, Foreign Agri-
cultural, Agricultural Marketing, Agricultural Research, Economic
Research, Statistical Reporting, and the Rural Commodity Develop-
ment Services and a number of general administrative and statistical
activities. The scope of these activities is likely to increase in the future,
and account has been taken of this in the projections, as shown in table
33.
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TABLE 33.-Model I and model II: Federal expenditures for agriculture, adminis-
trative and cash budgets, 1963, 1966, 1968, and 1978

[In billions of current dollars for fiscal years]

Administrative budget Consolidated cash budget I

Fiscal year As a As a As a
Model Model Model Model per- Model per- Model per-

I II-A II-B I cent- Il-A cent- II-B cent-
age ag of age of
GNT GNP GNP

Actual, 1963 ------------ 5.2 ------- ----- 5.7 1.0 - -------- --------
Proposed, 1966- 3.9 --- 4.1 .6 ---------------- -------- --------
Projected:

1968 ----- 4.8 4.4 4.2 5.0 .7 4.6 0.6 4.3 0.6
1973- 4.8 4.4 4.1 5.0 .5 4.6 .5 4.1 .4

' Includes the Farm Credit Administration.

HOUSING AND COM[MUNITY DEVELOPMENT

HOUSING AND HOME FINANCE AGENCY

Projections for the Housing and Home Finance Agency are full of
pitfalls, mainly because this agency is made up in part of a number of
quasi-independent units is and also because for many programs receipts
troin premiums and other charges and the sale of assets provide all or
most of the financing. (See table 34.) A direct charge on the Federal
budget is not involved. The greatest difficulties in making estimates
and projections are caused by fluctuations in the amounts realized from
the sale of assets, mortgages and direct loans, and real estate holdings
since these depend on the state of the money market and on a number
of other factors. Therefore, the overall budget figures of the agency do
not measure the total activity generated by the financial outlays of its
many branches. As for the future, the need for greatly expanded urban
renewal and development programs is plain, though there is some dif-
ference of opinion as to whether the present institutional setting should
be changed. While it is expected that promoting the agency to the
status of a full-fledged department would meet some of the organiza-
tional problems, it must be emphasized that the needs for better hous-
ing and community development require more comprehensive pro-
grams, irrespective of any institutional changes. However, in this field
most programs take a long time to be fully effective, and for this reason
actual expenditures can be increased only gradually.

1 The Public Housing Administration, the Federal Housing Administration, and the
Federal National Mortgage Associatiou.

80-491-67-vol. 111-19
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TABLE 34.-Model I and model II: Federal expenditures for housing and community
development, administrative and cash budgets,' 1968, 1966, 1968, and 1978

[In billions of current dollars for fiscal years]

Actual, Pro~ Projected, 1968 Projected, 1973
Item 1963 posed,

1966 Model Model Model Model Model Model
I II-A II-B I II-A I-B

Urban mass transportation -- -- (2) (3) 0. 2 0.3 0. 5 0.4 0.6 1. 1
Urban Renewal Administration 4... 0. 2 0.4 6 .8 .9 1.2 1. 5 2.1
Federal Housing Administration.--- .1 -. 1 -. 2 -. 2 -. 2 -. 3 -. 3 -. 3
Federal National Mortgage Associa-

tion --. 4 -. 5 -. 2 -. 2 -. 2 (5) (5) (3)
Public Housing Administration.._ .2 .2 .3 .4 .5 .5 .7 1.1
Other Housing and Home Finance

Agency and contingency fund- (') .1 .3 .7 .8 .4 .9 2. 0
Federal Home Loan Bank Board 

8
-. 3 -. 3 -. 3 -. 4 -. 4 -..4 -. 5 -. 5

District of Columbia -. 1 .1 .1 .1 .2 .1 .1 .2

Total, administrative budget
Trust funds and adjustments

Total, cash budget -. 3 .7 1.6 2.3 3.0 2.8 4.0 6.9
Total, cash budget, as a per-

centageof GNP - -. .2 .3 .4 .3 .4 .7

I Minus figures indicate an excess of sales of assets from portfolios and other receipts over expenditures
2 Very small.
3Small.
4 Includes urban mass transportation proposed expenditure of $48,000,000 for 1966.
i In balance.
0 Includes Federal Savings and Loan Insurance Corporation.

NOTE.-Details may not add to totals due to rounding.

Despite these limitations, practically all of the various programs
of the Housing and Home Finance Agency are projected as showing
substantial increases. One of the most striking increases is scheduled
to occur in urban mass transportation, an expenditure currently made
by the Office of the Administrator. The Federal Government provides
assistance through loans, grants, or demonstration projects for exist-
ing planned local mass transit systems. In model I expenditures are
estimated to reach $400 million by 1973, with $1 billion projected for
model II-B. Indeed, the main limiting factor for such expenditures
is the long leadtime necessary for planning and developing mass rapid
transit systems.

Among the activities under the direct control of the Administrator
of HHFA, those carried out by the Urban Renewal Administration
require by far the largest outlays. Its largest expenditures are in-
curred in providing Federal assistance, amounting to 662/3 percent
(in some cases 75 percent) of net costs, to local governments for the

acquisition, redevelopment, and rehabilitation of slums and blighted
areas.

The major portion of expenditures for urban renewal are being in-
curred in connection with the -write-down of land acquisition costs to
bring these costs to a level low enough to stimulate private develop-
ment. However, other grant programs, such as those for relocating
families and businesses, for urban planning, and for openspace land,
are also important. Furthermore new, imaginative programs may well
supplement those currently in operation during the course of the com-
ing decade. At present there is a serious lag, often lasting more than 5
years, between the approval of an urban renewal project and the time
when significant expenditures are actually made. Our projections
reduce this timelag appreciably, but it is a limiting factor in forecasts

- I (1) 8 1 5 2.1 1.9 3. o 5. 7
- 2 .7 : 8 : 8 .9 .9 1.0 1. 2
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of Urban Renewal Administration expenditures. The resources de-
voted to this field will depend on the priority that the Nation assigns
to the rebuilding and rehabilitation of its urban areas. Our models
assume increasing expenditures. reaching $1.2 billion in model.I and
$2 billion in model I-B by 1973.

Of the HHFA expenditures grouped under the Community Facili-
ties Administration, public facility loans and advances for public
works planming may have less scope for expansion. The same may
apply to the Housing for the Elderly program if, as is intended, more
of its financing comes from federally guaranteed loans from private
sources. There is considerable potential for expansion of planning,
research, and demonstration activities in this field, which, although
they have a limited budgetary impact in themselves, are likely to spawn
new programs that could become significant in the future.'4

PUBLG IC IOUSING ADAIINISTRATION'

The Public Housing Administration's main responsibility since its
inception has been the administration of the low-rent public housing
program. Its most important expenditures by far have been its annual
contributions to local authorities to reduce the cost of public housing.
Currently well over 500,000 units are assisted by these annual pay-
ments. While the need for low-income housing is likely to persist, the
general public housing program has come under increasing criticism,
and this has been reflected in our estimate of only 50,000 new units to
be constructed annually under model I. A significant number of these
would be special units for the elderly, for which there is consider-
able community support. Such a program would necessitate total
annual subsidies exceeding $500 million. Model II-B assumes a dou-
bling of the rate of construction to 100,000 units by 1973, which would
raise total expenditures to $600 to $700 million annually. In addition,
a new program of "spot" rehabilitation of existing private housings
suitable particularly for larger families, has just been undertaken.
In the future this may well involve rent subsidies for private accom-
modations for large families, because their needs are often not mfet
by public housing. The program's potential is very great and, if suc-
cessful, it could well require expenditures of $200 to $400 million
amnually by fiscal 1973. This is reflected in our models II-A and IIv-B.
In time the image of public housing would change considerably under
the impact of the new programs.

FEDERAL HOUSING ADMINISTRATION

The Federal Housing Administration is responsible principally
for the programs of Government-insured mortgages for homes and
apartment buildings. It is also responsible for issuing loans for hpme
modernization and repair and for various specially assisted mortgage
programs. Its activities fluctuate in line with economic conditions, the
availability of private credit on favorable terms, and a number of
other factors. In most years, and despite an irregularly rising trend
of mortgage defaults during the last decade, premium and other in-
come has been more than enough to meet the agency's responsibilities
in loan defaults and other expenses. Its excess of receipts over expen-

14 College housing loans are treated under Assistance to Higher Education in ch. VIII.
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ditures has served to reduce the total net budgetary resources devoted
to the housing field. Our projections assume a continuation of this
trend, though we realize that if such surpluses become too large, there
will undoubtedly be considered pressure to reduce insurance permiums
for mortgage programs insured by the Federal Housincg Administra-
tion. The suggested program of federally insured private loans to
finance the acquisition and development of land for new towns and
communities might fall within the responsibility of the FHA.

FEDERAL NATIONAL MORTGAGE ASSOCIATION

The Federal National Mortgage Association's main function is to
provide a market for federally insured mortgages for special pro-
grams. It has been outstandingly successful in discharging its func-
tions. It is particularly valuable to private builders at times of gener-
al cerdit stringency. In addition, imaginative use can be made of its
facilities to promote socially desirable housing programs for which
private financing would not be readily forthcoming. Examples are
the provision of mortgages bearing below-market interest rates for
housing for families with low or moderate incomes, and a new pro-
posed program for mortgage insurance for land development which
would be too speculative for most conventional private lenders. FNiLk
holds a large stock of mortgages, acquired mostly in times of overall
credit stringency. In recent years proceeds from the sales of such
assets have considerably exceeded all of the Association's expenditures,
resulting in a surplus which was available to reduce other budgetary
outlays in the housing field. It is difficult to project the future of this
program, and we have assumed that the Association's operations after
1968 will have a generally neutral effect on the federal budget.

FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

By contrast, it is estimated that the Federal Savings and Loan In-
surance Corporation, which insures savings institutions, will have
moderately increasing annual surpluses if generally prosperous con-
ditions continue, since premiums should continue to exceed claims
by a comfortable margin each year. These surpluses will continue to
be available to reduce net budgetary expenditures in this field.

CONTINGENCY FUND

Model II-B contains an estimate for a contingency fund. Since
housing and community development is an area where urgent unsatis-
fied needs will continue to exist and where new ideas and programs
could gain acceptance in the next few years, additional expenditure
estimates are included for such programs.

DISTRICT OF COLUMBIA

Estimates of future Federal payments to the District of Columbia
to help defray expenses of the District government and for its services
to the Federal Government show a slow but steady upward trend. In
models II-A and II-B an additional annual contribution toward the
expenses of constructing and operating a subway system has been
assumed.
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TRUST FUNDS

Finally, projections have been made for trust funds in this classifica-
tion. The secondary market operations of the revolving fund of the
FNMIA fluctuate considerably from year to year. We have projected
purchases to exceed sales somewhat in most years, thus imposing a
net charge of $100 to $200 million annually on the cash budget. The
main reason for this is that we expect moderately increasing build-
ing activity over the period. For the same reason, the Federal Honie
Loan Bank Board would require additional capital funds from tion
to time. District of Columbia municipal government trust fund pro-
jections reflect judgments as to the likely level of tax rates and public
services in the District duin-ig the decade, as well as estimates of pop-
ulation and requirements.
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I. Federal Aid to State and Local Governments: History, Trends, Developments,
and Analysis

Advisory Commission on Intergovernmental Relations, Federal-State Coordina-
tion of Personal Income Tazes, Government Printing Office, Washington,
D.C., 1965.

The book discusses the fiscal problems of the States and the role of the income
tax. It discusses the factors promoting the use of the income tax and the opposi-
tion to it. The book points to a need for intergovernmental cooperation and
discusses the Federal Government's role.
Bureau of the Budget, "Federal Aid to State and Local Government," Special

Analysi8 of the Budget of the United States, Fiscal Year 1967, Government
Printing Office, Washington, D.C., 1966.

Break, George F., Intergovernmental Fiscal Relations in the United States, The
Brookings Institution, Washington, D.C.

This study of intergovernmental fiscal relations examines State-local tax
sharing and grants-in-aid and makes some proposals for improvements and
coordination. It also looks at metropolitan fiscal problems.

Breton, A., "A Theory of Government Grants," Canadian Journal of Economics
and Political Science, May 1965, p. 175-87.

Colm, Gerhard, & Peter Wagner, Federal Budget Projections, The Brookings
Institution, 1966.

Committee for Economic Development, A Fiscal Program for a Balanced Federal-
ism, June 1967.

Elazar, Daniel J., "Federal-State Collaboration in the Nineteenth Century United
States," Political Science QuarterlV, June 1964, pp. 248-81.

The thesis of the article is that American federalism has traditionally been
cooperative. The author divides the history of Federal cooperation into three
periods. The first is the formative years from 1798-1848. This was the period of
joint stock companies, banking, internal improvements, and education. The second
era was 1848-1913, dominated by land grants. The third period is from 1913 to
the present and has been one of increasing cooperation.
Pier, L., "A Note on Federal-State Fiscal Coordination," National Ta.T Journal,

December 1961, pp. 405-08.
The article is concerned with breakdowns in Federal-State fiscal coordination.

One example of the breakdown ocurred following the Korean War. The States
were asked to withhold sale of bonds until they were needed to offset a recession.
The States went ahead and sold bonds anyway to pay veterans' bonuses.

Freeman, Roger A., "Federal Grants and the Decline of the Federal System," a
paper delivered to the 58th Annual Conference on Taxation, National Tax
Association, New Orleans, Louisiana, November 9, 1965.

The article indicts grants-in-aid on the basis that they are controlling and
restrictive.
Haskell, MI. A., "Federal Grants and Budgetary Distortions," Quarterly Review

of Economies and Business, May 1962, p. 79-87.
The article looks at allocations of State and local funds by function: education,

police and fire, health and hospitals, highways, and public assistance. It con-
cludes that it cannot support the view that grants are a cause of distortion, but
if distortion does occur at all, it takes place in low income states.

*Prepared by Gail M. Larson, Antioch College.
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Haskell,-M. A., "Federal Grants-in-Aid: Their influence on state and local ex-
penditures," Canadian Journal of Economic and Political Science, November
1964, p. 5S5-91.

The purpose of the article is to show that conventional analysis could be used
in the study of intergovernmental fiscal relations. To illustrate, the author ex-
amines the question of whether or not grants-in-aid have a stimulation effect.
He does not resolve the question, but the analysis is facilitated by using the tools
of conventional analysis.

- "Federal Grants and the Income Density Effect," National Tax Journal,
March 1962.

Hopkins, T. D., "Income Distribution in Grants-in-Aid Equity Analysis," Na-
tional Tax Journal, June 1965, p. 209-13.

In determining need for grants-in-aid, median income is often used as the
criterion, neglecting the distribution of income. The evidence indicates that the
greater the equality of income, the higher the median income. This has implica-
tions for tax policy. If the inequality is great, progressive taxes produce less
revenue and regressive taxes produce more revenue.

Maxwell, James A., Financing State and Local Governments, The Brookings In-
stitution, Washington, D.C., 1965.

This book on state and local finance discusses types of taxes and the revenue
derived from them, and intergovernmental fiscal transfers. It contains a dis-
cussion of tax credits.

-R"Recent Developments in Federal-State Financial Relations," National
Tax Journal, December 1960, p. 310-19.

The article is a discussion of the activity stimulated by the Kestnbaum Com-
mission. The Joint Federal-State Action Committee studies what responsibilities
the States could assume and recommends revenue adjustments in response.
They made many recommendations, including that States assume responsibility
for vocational education, waste treatment, increase disaster relief, and urban
renewal efforts. The Federal Government would relinquish the telephone tax
to the States to help finance the projects. The article concludes that there is too
much variation among the States and a piecemeal approach would not work. The
Intergovernmental Relations Subcommittee recommended a permanent Advisory
Commission on Intergovernmental Relations, which was established.

Monypenny, P., "Federal Grants-in-Aid to State Governments: A Political
Analysis," National Tax Journal, March 1960, p. 1-16.

Patterns of grants-in-aid show that the bulk of the money goes for public
welfare, highway construction, education, and health and hospitals. Low in-
come States do not receive more than wealthy States and grants have not pro-
duced any uniformity of expenditures. No major grant is based primarily on an
equalization factor. Included is a discussion of the frequently cited justification
for grants: promotion of National interests, stimulation of programs, the dif-
ficulties of State and local governments in raising revenue, greater administra-
tive competence at the Federal level. Grants can be viewed as a result of political
influence: those who cannot get what they want through local governments can
go to Congress. (Includes Political Influence Charts.)

2Musgrave, Richard A., (ed.), Essays in Fiscal Federalism, The Brookings Institu-
tion, Washington, D.C., 1965.

Mushkin, Selma J., "Barriers to a System of Federal Grants-in-Aid," National
Tax Journal, September 1960, pp. 193-218.

The article discusses the two major proposals to improve Federal grants:
1)' block grants, 2) to make procedure, requirements, and formulas more
uniform. The proposals originated with the Hoover and Kestnbaum Com-
missions. The issues involved in block grants are that they would reduce Federal
control, and they would aid the States financially. Although some uniformity
may be desirable, too much could require too many readjustments and the dif-
ferences in the programs in the States is, in part at least, due to preferences
and needs.

, and Robert F. Adams. "Emerging Patterns of Federalism," National Tax
Journal, September 1966.

The article describes the patterns of intergovernmental relations. It discusses
local government spending, State aid to local governments, cooperation of States
to form regions, and the necessity of Federal grants.
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Pechman, Joseph, Federal Tax Policy, The Brookings Institution, Washington,
D.C., 1966.

Ruggles, Richard. "The Federal Government and Federalism: A View," Con-
ference on Urban Economics, Washington, D.C., Jan. 1967.

Scott, A., "The Economic Goals of Federal Finance," Public Finance 1964, pp. 241-
88.

Shultz, W. J., & C. Lowell Harris, American Public Finance, Englewood Cliffs,
New Jersey: Prentice Hall Inc., 1965.

Chapter XXII. This chapter gives a history of State-local interrelationships.
It discusses State assumption of local functions, State grants to local govern-
ments, State-local revenue relationships, supplementary local rates, extension
of local tax authority, shared taxes, urban-suburban fiscal relationships, and
revenue problems.

Chapter XXIII. The chapter deals with interstate fiscal relations. It tells
of cooperation among the States with such examples as the reduction of over-
lapping multiple taxation. It discusses the development and objectives and the
present state of grants-in-aid. It discusses the issue of Federal control, separa-
tion of revenue sources, shared taxes, and supplementary State rates.

Tax Foundation, Inc., Fisoal Outlook for State and Local Government in 1975:
Summary and Conclusions, Washington, D.C. 1966.

Trescott, P.B., "Federal-State Financial Relations, 1790-1860," Journal of Eco-
nomic History, September 1955, pp. 227-45.

The article is a history of Federal-State fiscal relations with tables showing
financial transactions, discussion of the relations due to State debts, and tax
sharing from the sales of public lands.

II. State Revenue Sharing and Aid to Local Governments

Gere, E. A., "Some Aspects of Massachusetts Public Finance: A Survey of Inter-
governmental Fiscal Relations in the Commonwealth," Bureau of Govern-
ment Research, 1961.

Green, J. L., & Clement, C. D., Some Impacts of Intergovernmental Fiscal Rela-
tions in Georgia, Bureau of Business Research, 1968.

The pamphlet is a study of the effects of intergovermuental transfers in one
State. It looks at Federal grants to State and local governments, State grants to
local governments, and local transfers to the State government. It examines trends
in intergovernmental revenues and expenditures. It looks at the size and im-
portance of grants and the impact of grants on the tax structure and functions
of goverment in Georgia. Tables included.

Smith, A. H., "State Payments to Local Government in Wisconsin," National
Tax Journal, September 1962, p. 297-307.

State payments to local governments in Wisconsin are larger than the state
payments to local governments of other States of comparable wealth. The Wis-
consin situation is also different in that Wisconsin uses shared taxes more than
other states. Shared taxes help correct the distortion of financial burdens caused
by aids.
Harriss. C. Lowell, Handbook of State and Local Government Finance, Tax

Foundation, Inc., 1966.

III. Intergovernmental Fiscal Experience in Other Countries

Bhargava, R. N., Indian Public Finances, George Allen and Union, Ltd., London,
1962.

The book is a general discussion of public finance in India with chapters on
tax policy, resources, revenues, expenditures and planning.

Chapter II is concerned with Federal Finance. It gives a description of the
Federal fiscal system and an analysis of some of the problems within it. In-
herent in a system of tax sharing is the divorce of the revenue raising power from
the spending power. The distribution is based on population, which is not neces-
sarily equitable due to the diversity of the States. Too often local disputes are
settled at the Cabinet level. A discussion of the Finance Commission is included.
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Burns, R. M., "Recent Developments in Federal Provincial Fiscal Arrangements
in Canada," National Tax Journal, September 1962, p. 225-38.

The article discusses intergovernmental fiscal transfers in Canada, including
background information of the Federal system. The increasing needs of the
provinces and the depression accented the need for more cooperation, which led
to the rental agreeements, attempts to equalize provincial income, the with-
drawal of the Federal government from personal and corporate income taxes
to allow States to levy the tax, and an increase in conditional grants.
"General Payments to Other Governments," The National Finances, 1965-66,

Canadian Tax Foundation, 1965.
Chapter X gives a description of Federal payments to provincial and local gov-

ernments. It discusses grants and tax rental agreements from 1941-1957 and
the changes leading to tax sharing in 1957-62 and 1962-67. It describes the
equalization and stabilization policies, the Atlantic Provinces adjustment grants,
youth allowances, student loans, pension plans, and medicare.
Dehem, R. & J. N. Wolfe, "The Principles of Federal Finance and the Canadian

Case," Canadian Journal of Economics and Political Science, February
1955, p. 64-72.

The thesis of the article is that Federal organization is dependent upon
national objectives. It gives a critique of the Canadian Federal system and
presents two proposals for financial organization, which would respect Federal
principles.
Due, John F., "Tropical African Contributions to Federal Finance," The

Canadian Journal of Economics and Political Science, Feb. 1964.
This article is a discussion of Federal finance in the Federation of Rhodesia

and Nyasaland, Nigeria, Kenya, Tanganyika, and Uganda. It includes the forma-
tion of the tax structure, the present tax structures, the income tax management
act, surcharges, customs, and excises. It covers the means of revenue allocation
within the Federal structure, tax sharing, the origin of revenue and the formula
for distribution. It further discusses the consequences of the structure.
Garmany, J. W., "Revenue Allocation in a Federal State: the experience of

Rhodesia and Nyasaland," South African Journal of Economics, March 1962,
p. 50-60.

The article discusses Federal finance in underdeveloped countries with par-
ticular emphasis on the Federation of Rhodesia and Nyasaland. It presents a
classification of criteria used in allocating revenue and an account of allocation in
Rhodesia and Nyasaland. The income and profits tax and external loan finance
proceeds are shared according to a formula based on costs of the functions handed
over from the Territorial to the Federal Government.
Hanson, E. J., "Federal State Financial Relations in Australia," Canadian

Public Administration, March 1962, p. 9-22.
The article describes Federal-State relations in Australia with a history of

grants and a description of the Grants Commission.
Hicks, U. K., Federalism and Economic Growth in Underdeveloped Countries,

1961.
Chapter II discusses the political implications of federalism in the new States.

Chapter V concerns the intergovernmental financial relations in the new federa-
tions. It discusses the theory of fiscal federalism. The customs, income tax, and
grants in Malaya, Rhodesia and Nyasaland, India, Nigeria, and the West Indies
are examined.
Hong, H. T., "The New System of Revenue Allocation to State and Settlements in

the Federation of Malaya," Malayan Economic Review, April 1957, p. 79-83.
The article is a description and criticism of the new (1956) system of revenue

allocation in Malaya, telling of the changes and principles of the system.
Nagarajan, P., "Financial Dependence of the States on the Centre," Indian

Journal of Economics, January 1963, p. 167-73.
The purpose of the article is to examine whether or not the dependence of the

States on the Federal government of India is Increasing. It concludes that it
is, but that unconditional grants would not contribute to dependence and lack
of autonomy.
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Perry, J. El., "What Price Provincial Autonomy?" Canadian Journal of Eco-
nomses and Political Science, November 1955, pp. 432-45.

The article gives some background of Federal-provincial financial relations
discussing the evolution of taxing powers and the grants system. It discusses the
concept of fiscal and tax autonomy and the advantages and disadvantages of the
present system. It further discusses whether or not it is possible to have provincial
autonomy without fiscal autonomy.
-- "The Historical Background and Development of Federal Provincial

Financial Relations," Canadian Public Administration, March 1962, pp. 23-27.
This short article gives a brief history of Federal-provincial financial relations

and the development of tax organization. It divides the history into three phases
from 1867 to World War I, World War I and World War II, and from the
Rowell-Sirois Report to the present.
Prest, W., "Federal-State Financial Relations in India," Economic Record,

April 1960, pp. 191-219.
The article describes intergovernmental fiscal relations in India. It discusses

the allocation of fiscal powers, which are well-defined by the Constitution. Sixty
per cent of income tax and excise duties are shared, based on national collec-
tion. The distribution is based on population. Grants-in-aid are used to help
States with particular needs. The grants are not uniform and are made for five
years. There are also public purpose grants, which are used mostly for com-
munity development.
"Union State Financial Relations-Our Basic Approach," Report of the Finance

Commission 1965, pp. 6-11.
This chapter is an excellent brief description of India's approach to inter-

governmental fiscal relations.
Robson, P., "Patterns of Federal Finance in the Newer Federations," Finanz

Archiv, April 1962.
Seers, D., "Federation of the British West Indies: The Economic and Financial

Aspects," Social and Economic Studies, June 1957.
The article describes and discusses the financial arrangements in the West

Indies. The central government is weak and cannot levy income tax for the first
five years. The West Indian economy is not expanding as rapidly as the Ca-
nadian and United States economies were during the beginning years of fed-
eration.
Smiley, D. V., "The Rowell-Sirois Report, Provincial Autonomy and Post-War

Canadian Federalism," Canadian Journal of BEonomic and Political Science,
February 1962.

Wells, R. H., The States in West German Federalism: A Study of Federal State
Relations, 1949-1960, 1961.

IV. Alternatives for Fiscal Federalism

Brazer, Harvey, "Our Hard-Pressed State and Local Governments," Reproduced
in the Congressional Record, April 26, 1966, pp. A2253-A2255.

The article favors tax sharing to meet the increasing financial needs of the
States. It argues that grants-in-aid cause distortions in State budgets and fails
to see any advantage in lowering Federal tax rates so that the excess can be
taken up by the States.
Cahn, Robert, "U.S. Studies Tax-Sharing Plans," Christian Science Monitor,

January 6, 1966, p. 5.
The article is opposed to unrestricted gifts. It advocates continuing and

expanding grants-in-aid.
Curran, Donald J., & John Shannon, "Positive and Negative Tax Credits-A

New Dimension in Intergovernmental Relations," National Tars Journal,
March 1966.

Dale, Edwin L., "Subsidizing the States," The New Republic, November 28, 1964,
pp. 11-12.

The article supports revenue sharing on the basis of State needs. It describes
revenue sharing as exciting.
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"Dollars from D.C.," Federal Reserve Bank of San Francisco, Monthly Review,
February 1965, pp. 26-29.

Freeman, Roger A., "Grants Without Strings," An article reproduced in the
Congressional Record, June 25, 1959, pp. A5506-07.

"Government for Tomorrow: A Proposal for the Unconditional Sharing of
Federal Tax Revenues with State and Local Governments," A research
paper issued jointly by the Republican Governors' Association and the Ripon
Society, July 1965.

The paper proposes a plan of revenue sharing on the basis that States need
more funds, which are difficult to raise. Revenue sharing would give the State

and local governments an opportunity to be creative and would make a more
pluralistic society.

Harriss, C. Lowell, "Sharing Federal Revenues with the States," an article repro-

duced in the Congressional Record, April 19, 1966, pp. A2109 -A2111.

The article states that States could probably meet their needs if they received

more funds from the Federal Government. It says that the funds should be

unconditional grants. It discusses some problems in revenue sharing: achieving

a desirable distribution; providing for fluctuations; States will have a vested
interest and therefore oppose tax reform.

Heilbroner, Robert L., "The Share-The-Tax-Revenue Plan," New York Times
Magazine, December 27, 1964.

Heller, Walter W., New Dimensions of Political Econom'y, Harvard University
Press, Cambridge, Mass., 1966.

The proposal for revenue sharing.

Hitch, Thomas K., "Why a Negative Income Tax Won't Work," Challenge, July/
Aug. 1966, pp. 13-15.

"If Washington Shares Revenue with the States," U.S. News and World Report,
December 5, 1966, pp. 86-87.

The article states that tax sharing will become an issue as the present grants-

in-aid system is unsatisfactory. It points out that State and local revenue raising
abilities are limited.

Javits, Jacob K., "Federal-State-Tax-Sharing Plan," Remarks on S2619, Con-
gressional Record, October 11, 1965, pp. 2560&-19.

The speech contains Javits' remarks on his tax sharing proposal with tables

showing how much each State would receive under his plan.

Laird, Melvin R., Tawr Sharing with the States: A Way Out, Keynote remarks

before the National Conference of State Legislative Leaders, Nov. 17, 1966.

The speech gives the proposal and rationale for tax sharing.

"Too Much and Too Little," N.AM Reports, Feb. 20, 1967. Mr. Laird
proposes a system of tax sharing to replace grants-in-aid.

Lutz, Harley L., "Tax Sharing. Plan Raises Doubt About the Whole Federal
Grant System," Wall Street Journal, Dec. 12, 1966, p. 18.

The article argues that instead of either revenue sharing or conditional grants

the Federal Government should reduce taxes to allow the States to levy the
taxes themselves.

, "State and Surpluses, Why Federal 'No Strings' Distribution Would be
Unwise," Wall Street Journal, Dec. 28, 1964, p. 6.

The article opposes revenue sharing on the grounds that money distributed
by the Federal Government means Federal control. It argues that any surplus

that may result from the income tax could be spent in other ways.

Maxwell, James A., Tawm Credits and Intergovernmental Fiscal Relations, The
Brookings Institution, Washington, D.C., 1962.

The book begins by giving some history of government finance. It discusses
types of tax credits, including the death tax, unemployment insurance tax, and

income tax. It suggests replacing deductions with credits. It discusses other
intergovernmental fiscal transfers snch as grants and tax sharing.
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McBreen, Maureen, Federal Tax Sharing: A Resume of Proposals, Library of
Congress, Legislative Reference Service, Washington, D.C., July 29, 1966.

Analysis of President Johnson's Proposal to Share Rising Tao Revelne
with State and Local Governments, Library of Congress, Legislative Refer-
ence Service, Washington, D.C. November 23, 1964.

Otten, Alan L., & Charles B. Seib, "No-Strings Aid for the States?" The Reporter,
January 28,1965, pp. 33-35.

The article summarizes the Heller plan and gives the arguments pro and con.

Pechman, Joseph A., "Financing State and Local Govenments," Proceedings of
A Symposium on Federal Taxation, The American Bankers Association,
New York, N.Y., 1965.

The article describes the needs of State and local governments. It proposes
a general assistance program based on population with some part of the
funds reserved for low income States in order to effect redistribution.

Republican Coordinating Committee, Financing the Future of Federalism: The
Case for Revenue Sharing, Task Force on the Functions of Federal, State
and Local Governments. Prepared under the direction of the Republican
National Committee, Washington, D.C., March 1966.

The paper presents a specific proposal for revenue sharing. It outlines the
needs of the States, the proposal, and the purposes of the sharing.

Riggert, D. W., "Federal Grants-in-Aid and Shared Revenue Briefly Defined,"
National Tax Journal, March 1961, pp. 104-08.

The article defines the difference between grants-in-aid and shared revenue.
Some States do get shared revenue due to Federal land holdings. If the shared
revenue figures are included in figuring grants per capita, there is a substantial
distortion in the case of some of the western States such as Wyoming.
"Sharing the Wealth," News Front, April 1967, pp. 14-17.
"Should Uncle Share the Wealth?" Nation's Business, April 1967.

Strout, Richard L., "Clash Looms on Tax-Sharing Plans," Christian Science
Monitor, November 30, 1966, pp. 1-23.

The article describes the Goodell and Reuss plans for tax sharing.
Tyson, Robert C., "Federalism or Federalization?" Tax Review, Tax Foundation,

April 1967.
The author argues that government spending is inflationary; therefore, non-

defense expenditures should be cut. He further states that Federal aid means
Federal control and there should not be tax sharing because the States can meet
their own needs.
Ulmer, Melville, "The Tax-Sharing Fallacy," The Progressive, May 1967, pp.

17-20.
Worsnop, Richard C., "Federal-State Revenue Sharing," Editorial Research Re-

ports, December 23, 1964, pp.943-60.
The article describes the development of the grants-in-aid system. It explains

the States' need for increased revenue and explains how revenue sharing would
fill this need. It tells of State-local tax sharing and explains the problems tax
sharing would create.
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